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HOW TO USE THIS VOLUME
Scope of the Volume ...
This Volume, which is a reprint of the looseleaf edition of Techni
cal Practice Aids, includes selected Technical Information Service In
quiries and Replies and Statements of Position of the Accounting
Standards Division of the American Institute of Certified Public Ac
countants.

How This Volume is Arranged ...
The contents of this Volume are arranged as follows:
Technical Information Service Inquiries and Replies
Introduction
Financial Statement Presentation.
Assets
Liabilities and Deferred Credits
Capital
Revenue and Expense
Specialized Industry Problems
Specialized Organizational Problems
Audit Field Work
Auditors’ Reports

Statements of Position of the Accounting Standards Division
Introduction
Statements of Position

How to Use This Volume ...
The arrangement of material is indicated in the general table of
contents at the front of the Volume. There is a detailed table of
contents covering the material within each major division.

The major divisions are subdivided into sections, each with its
own section number. With respect to Inquiries and Replies, within
each section, each Inquiry and Reply is decimally numbered. For
example, section 1200.02, Disposal of a Segment of a Business, is the
second Inquiry and Reply in section 1200. When an Inquiry and
Reply is deleted, its number is omitted. Each Statement of Position
is assigned a section number and each paragraph or equivalent is
decimally numbered for reference purposes.

The TIS Appendixes provide cross references from the pronounce
ments of the American Institute of Certified Public Accountants, the
AICPA Technical Practice Aids

2

How to Use This Volume

Securities and Exchange Commission, and the Financial Accounting
Standards Board to the Inquiries and Replies included in this Volume.
The TIS topical index for the Inquiries and Replies uses the key
word method to facilitate reference to the inquiries. This index is
arranged alphabetically by subject, with references to section and para
graph numbers.

Copyright © 1977, American Institute of Certified Public Accountants, Inc.
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TECHNICAL INFORMATION SERVICE

INQUIRIES AND REPLIES
Introduction
The inquiries and replies in this section of the AICPA Tech
nical Practice Aids are based on selected Technical Information
Service correspondence.

The sole responsibility for the material contained in this
section rests with the staff of the Technical Information Service.
This material has not been approved, disapproved, or otherwise
acted upon by the senior technical committees of the American
Institute of Certified Public Accountants or the Financial Ac
counting Standards Board.
As a matter of Institute policy, the Technical Information
Service staff does not undertake to give opinions on the tax or
legal aspects of questions submitted.
The following disclaimer applies to all Technical Informa
tion Service correspondence and to the material in this section:

Views expressed by the Technical Information Service
are not official opinions of the Institute or any of its com
mittees, unless so indicated. Comments of the Technical
Information Service staff must be accepted as the personal
views of the individuals who offer them. Efforts are made
to offer reliable and helpful replies to inquiries presented,
and accordingly, the Service consults available authorita
tive sources to the extent that time and work-load permit.
The Service’s suggestions are based solely on the facts

presented to it, and are applicable only if the circumstances
are not changed.

AICPA Technical Practice Aids

Introduction

101

TIS Section 1000

FINANCIAL STATEMENT
PRESENTATION
TABLE OF CONTENTS
Section

1100

1200

1300

Statement of Financial Position
.01

Need for Comparative Financial Statements

.02

Classification of Assets and Liabilities as Current and
Noncurrent

.03

Unclassified Balance Sheet for Venture with Limited Life

.04

Offsetting of Long-Term Contract Excess Billings Against
Excess Costs

.05

Merchandise Held for Future Delivery Under Contract

.06

Classification of Idle Property

.07

Comparative Statement Disclosures

Income Statement
.01

Disclosure of Revenues of an Agent

.02

Disposal of a Segment of a Business

Statement of Changes in Financial Position
.01

Title of Funds Statement

.02

Title of Funds Statement When Fund is Cash

.03
.04

Comparative Statements of Changes in Financial Position
Elements of Working Capital [Amended]

.05

Statement of Changes in Financial Position for Annual
Report with Balance Sheet Only

.06

Format of Statement of Changes in Financial Position
when Operations Result in an Application of Funds

.07

Statements of Changes in Financial Position for Nonprofit
Organizations
Effect of Change in Depreciation Method on Statement
of Changes in Financial Position
Presentation of Property Sold in Statement of Changes in
Financial Position

.08

.09

1400

Consolidated Financial Statements
.01

Operations of Subsidiaries and Parent Closely Related
[Amended]

.02

Consolidation of Corporation and Proprietorship

.05

Accounting for Investments on Unconsolidated State
ments
Issued
as Supplements to Consolidated
Statements

.06

Combined and Separate Financial Statements
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Table of Contents

Section

1400

Consolidated Financial Statements—Continued
.07

Reporting on Company Where Option to Acquire Control
Exists

.08

Intercompany Profits in Inventories

.09

Intercompany Profit on Sale of Receivables

.10

Intercompany Profit on Transfer of Noncurrent Assets

.11

Reasonableness of Rate
Profits of Public Utility

of

Return

on

.13

Presentation of Investment in Partnership

.14

Consolidation of Indirect Subsidiaries

.15

Temporary Loss of Control of Subsidiary

1500

Cash or Modified Accrual Basis Statements

1600

Personal Financial Statements

Intercompany

.01

Personal Financial Statements on Cash Basis

.02

Equity Method for Investments on
Statements [Amended]

.03

Deferred Taxes on Undistributed Earnings on Personal
Financial Statements

.04

Valuation of Community Property After Probate

Personal Financial
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Section 1100
Statement of
Financial
Position
.01

Need for Comparative Financial Statements

Inquiry—Are both a balance sheet and income statement (and,
therefore, also the funds statement) required for all annual
reports, and must all such statements be in comparative form
for at least two years?
Is either statement alone a fair presentation? There are cer
tain specific circumstances where this question can be specifically
raised, for example, does a balance sheet alone (especially if not
in comparative form) “fairly present” financial position if the
client incurred a material operating loss during the current year ?
Reply—Paragraph 2 of chapter 2A of Accounting Research
Bulletin No. 43 recommends, but does not require, presentation
of comparative financial statements. However, by its Securities
and Exchange Act of 1934 Release No. 9000, the SEC requires
comparative financial statements for the last two fiscal years,
both in financial statements submitted to it and, under its proxy
regulations, in annual reports of such companies to the public.
Statement on Auditing Standards No. 2, paragraph 5 states:
Reference in the fourth reporting standard to the financial statements
“taken as a whole” applies equally to a complete set of financial
statements and to an individual financial statement, for example, to
a balance sheet. The auditor may express an unqualified opinion on
one of the financial statements and express a qualified or adverse
opinion or disclaim an opinion on another if the circumstances call
for this treatment.

Paragraph 13 of SAS No. 2 states:
The auditor may be asked to report on one basic financial state
ment and not on the others. For example, he may be asked to report
on the balance sheet and not on the statements of income, retained
earnings or changes in financial position. These engagements do not
involve scope limitations if the auditor’s access to information under
lying the basic financial statements is not limited and if he applies
all the procedures he considers necessary in the circumstances; rather,
such engagements involve limited reporting objectives.
AICPA Technical Practice Aids
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Therefore, it appears a separate statement of financial position
may fairly present financial position, and a separate statement
of income may fairly present results of operations for a period.
Such statements are useful for certain purposes, such as in state
ments furnished to indicate compliance with bond indentures and
reports on operations for an interim period. The fact that many
users of financial statements will require a statement of financial
position, a statement of income, a statement of changes in stock
holders ’ equity, and a statement of changes in financial position
to properly evaluate a company does not indicate that a single
statement may not fairly present the information it purports to
present.
A statement of financial position, as the term is generally used,
refers to a “picture” of an entity at one point in time. Losses
from operations should be appropriately reflected in the retained
earnings account of the entity. If the losses are so great that the
“going concern” premise is in question, proper treatment of this
matter is necessary for the statement to reflect “financial posi
tion,” whether or not an accompanying statement of income is
presented.
Each statement should stand on its own when presented in
conjunction with the other, and therefore should be able to stand
on its own when presented separately. The fact that neither
statement by itself is adequate for full evaluation of the company
should not preclude issuance of such statements, as they may
serve other purposes.
.02

Classification of Assets and Liabilities as Current and
Noncurrent

Inquiry—The statement of financial position of a securities
broker has no breakdown between current and noncurrent assets
and liabilities. Is this acceptable?
Reply—In most cases, it is not necessary that the assets and
liabilities of a securities broker be classified as current or noncurrent. The AICPA Industry Audit Guide, Audits of Brokers
and Dealers in Securities (1973), discusses this topic on page 54:
It should be noted that in Exhibits E and K [in the guide] no
separation of assets and liabilities as between current and noncurrent
is made. For the typical brokerage concern, such a distinction has
little meaning and requires arbitrary decisions which might be mis
leading. For example, margin debit balances while subject to demand
for payment by the broker, and thus theoretically current, are
§11 00.02
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generally sought to be maintained (as long as properly margined)
on a long term basis. Similarly, bank loans, payable on demand, are
usually collateralized by securities purchased in margin accounts by
customers and may be virtually long term in substance. Investments
in marketable securities may be long or short term but the factors
influencing the sell or hold decision, such as alternative investment
opportunities, change frequently. Some confusion as to current or
noncurrent status could result also from the customary application
of the net capital rules where concepts such as “immediate converti
bility into cash,” “collectible within 30 or 45 days,” etc., have evolved.

Thus, for the typical brokerage concern, it is believed that appro
priate description of the assets (such as distinguishing clearly between
marketable and not readily marketable investments) and liabilities
without arbitrary distinction between current and noncurrent is the
most meaningful presentation. However, if the brokerage concern
diversifies to a substantial degree into nonfinancial businesses, such
a distinction may be appropriate.
.03

Unclassified Balance Sheet for Venture with Limited Life

Inquiry—A corporation has recently been organized with the
sole purpose of constructing a shopping center which will take
several years to complete, after which the company will be liqui
dated. The company uses the completed contract method to
recognize income, and will have only one operating cycle. Would
an unclassified balance sheet be appropriate?
Reply—An unclassified balance sheet would be more appro
priate than a classified one in this situation. The sole purpose of
the corporation is to construct the shopping center, and the
appropriate time frame for reporting purposes, by definition,
becomes the time required to complete the project, rather than
an arbitrary one-year period.
.04

Offsetting of Long-term Contract Excess Billings
Against Excess Costs

Inquiry—Billings in excess of costs exceed costs in excess of
billings in connection with long-term contracts. Can these items
be offset on the balance sheet?
Reply—Accounting Principles Board Statement No. 4 states
in paragraph 198, item R-8B, “Assets and liabilities in the bal
ance sheet should not be offset unless a legal right of setoff
exists."Offsetting or netting amounts is also discussed on pages
31-33 of the AICPA Industry Audit Guide Audits of Construc
tion Contractors (1965).
AICPA Technical Practice Aids
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Billings in excess of costs and costs in excess of billings should
be classified separately unless, in fact, a legal right of setoff
exists. The presentation of “costs and estimated earnings in
excess of billings on uncompleted contracts” and “billings in
excess of costs and estimated earnings” is illustrated in the
audit guide (pages 66-67).
.05

Merchandise Held for Future Delivery Under Contract

Inquiry—A meat packing company won a U.S. Department of
Agriculture contract. Under the terms of the contract, the com
pany must immediately buy and process beef carcasses. After
inspection, the finished product will be transferred to a ware
house where it will be held for later delivery. During the storage
period, the meat packer is not allowed to replace these products
with other newly manufactured products. The risk of loss
remains with the company.
Since the merchandise does not represent normal inventory,
would it be proper to show this merchandise under the designa
tion “unbilled government contracts”!
Reply—Under the circumstances, it would be acceptable to
report this merchandise as “unbilled government contracts”
since the meat is not available for normal sales and is being held
pending instructions from the government.
.06

Classification of Idle Property

Inquiry—What is the appropriate balance sheet presentation
of idle property!
Reply—Page 257 of Accounting Research Study No. 7, Inven
tory of Generally Accepted Accounting Principles for Business
Enterprises, states:
Plant assets on the balance sheet may include property in
use and property held with reasonable expectation of its being
used in the business. It is not customary to segregate or indi
cate the existence of temporarily idle plant, reserve, or standby
equipment. Property abandoned but not physically retired and
facilities still owned but no longer adapted for use in the busi
ness, if material in amount, should be removed from plant ac
counts and recorded separately at an estimated realizable
amount, appropriately explained.
When a material portion of plant and equipment has been
idle for a protracted period with no apparent likelihood of re
suming operations, the amount should be set forth separately

§ 1100.05
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with an appropriate caption. Such idle plant facilities involve
a continuing expense, and creditors, stockholders, and others
interested should be apprised of the fact that property, plant,
and equipment exceed apparent reasonable needs.

.07

Comparative Statement Disclosures

Inquiry—When financial statements of the prior period are
presented on a comparative basis with financial statements of
the current period, should the notes to the comparative financial
statements disclose details for the prior year?
Reply—Generally, in practice notes to comparative financial
statements are also comparative if they present details of items
on the financial statements or are otherwise pertinent.

-»-> The next page is 161.
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Section 1200
Income Statement
.01

Disclosure of Revenues of an Agent

Inquiry—Company A is in the business of arranging sales of
used cars for which service it receives a commission based on an
established fee schedule. Company A receives title to the cars
sold but simultaneously transfers such title to the car buyer.
Company A warrants main engine components for thirty days
after date of sale.
The following income statement presentations of revenue are
being considered:
Commissions Earned......................... $20,000
or
Sales ................................................................... $ 300,000
Cost of Sales...................................................... (280,000)
Gross Profit
(or Net Commissions) ............................ $ 20,000
What is the proper income statement presentation of revenue ?
Reply—Since Company A is operating as a broker, Company
A should report Commissions Earned rather than Sales. How
ever, Company A could disclose above the Commissions Earned
figure, without showing any deduction therefrom, the amount of
sales, as follows:
Sales Arranged................................................ $300,000
Commissions Earned............................................. $ 20,000
Expenses, etc......................................................... XXX
Company A should also make proper provision for the cost
of warranties.
.02

Disposal of a Segment of a Business

Inquiry— A company in the construction business is disposing
of a subsidiary which is in an unrelated field of business. Should
this disposal be treated as a one line item as outlined in Account
ing Principles Board Opinion No. 30, paragraph 8?
Reply—Disposal of this subsidiary would constitute the dis
posal of a segment of a business as defined in paragraph 13 of
APB Opinion No. 30 and also as discussed in the examples of
disposal of a segment in Interpretation 1 to APB Opinion No.
AICPA Technical Practice Aids
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30. Therefore, the income statement presentation illustrated in
APB Opinion No. 30, paragraph 8, would be appropriate.

> -► The next page is 201. •< ■ <
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Section 1300

Statement of Changes in
Financial Position
.01

Title of Funds Statement

Inquiry—In Accounting Principles Board Opinion No. 19,
what used to be called the "Statement of Source and Application
of Funds” is referred to as the “ Statement of Changes in Finan
cial Position.”
A client titles his balance sheet," Statement of Financial Con
dition.” Would it be appropriate to title the corresponding funds
statement, “Statement of Changes in Financial Condition”?

Reply—The term “Condition” would in most instances be
just as acceptable as the word “Position,” and where the bal
ance sheet is entitled “Statement of Financial Condition” use
of the word “Condition” may be more appropriate.

.02

Title of Funds Statement When Fund is Cash

Inquiry—Several smaller clients prefer to have their state
ment of changes in financial position reflect the flow of cash
rather than the flow of working capital. These statements are
titled “Statement of Changes in Cash Position” and show “Cash
provided by operations,” “Uses of cash,” and “Increase (or
decrease) in Cash.” Is such a presentation at variance with
Accounting Principles Board Opinion No. 19?

Reply—Paragraph 8 of APB Opinion No. 19 recommends that
the statement be titled “Statement of Changes in Financial
Position.”
The title of the statement should be the one recommended by
the board even though the format shows the flow of cash. This
approach is in effect saying that “the changes in financial posi
tion is being measured in terms of the flow of cash.”

Taking paragraphs 12a and 15 of APB Opinion No. 19 togeth
er, the term “cash provided by operations” could be used if the
adjusted amount is adequately described as discussed in para
graph 15.
AICPA Technical Practice Aids
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.03

Comparative Statements of Changes in Financial Position

Inquiry—Is it necessary to provide a statement of changes in
financial position for both the current and prior periods if com
parative income statements are presented, but only the current
balance sheet is presented?
Reply—Paragraph 7 of Accounting Principles Board Opinion
No. 19 states in part, “When financial statements purporting to
present both financial position . . . and results of operation . . .
are issued, a statement summarizing changes in financial position
should also be presented as a basic financial statement for each
period for which an income statement is presented”.
Therefore, if a balance sheet is presented, a statement of
changes in financial position should be presented for both current
and prior period if income statements are presented for such
periods.
.04

Elements of Working Capital

Inquiry—Paragraph 12 of Accounting Principles Board Opin
ion No. 19 provides that the changes in each element of working
capital should be disclosed either in the statement of changes in
financial position or a related tabulation. If comparative
balance sheets and income statements are presented, is it neces
sary that the changes in elements of working capital also be
shown in comparative form ? Also, is it necessary to show the
comparative balances of the elements of working capital, or is
showing the increase or decrease in each item sufficient ?
Reply—Although paragraph 12 of APB Opinion No. 19 states
that “net changes in each element of working capital . . . should
be appropriately disclosed for at least the current period”,
usually the net changes in each element of working capital are
presented in comparative form if comparative balance sheets
are presented. The amounts of each element of working capital
at the beginning and end of each year need not he shown in
the statement of changes in financial position or a note. How
ever, those amounts are presented in comparative balance
sheets. [Amended]
.05

Statement of Changes in Financial Position for Annual Report
with Balance Sheet Only

Inquiry—When only a statement of financial position is pre
§ 1 300.03
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sented, is it necessary that the auditor’s opinion be qualified
relative to the omission of the statement of changes in financial
position?
Reply—Accounting Principles Board Opinion No. 19, in para
graph No. 7, states:
When financial statements purporting to present both financial posi
tion and results of operations are issued, a statement summarizing
changes in financial position should also be presented as a basic
statement. . . .

Therefore, when a statement of financial position is not accom
panied by a statement of operations, there is no need for presen
tation of a statement of changes in financial position, and no
comment on the absence of such a statement is necessary.
.06

Format of Statement of Changes in Financial Position when
Operations Result in an Application of Funds

Inquiry—The Statement of changes in financial position usual
ly has a format as follows:
Sources of Funds:
Funds provided by operations............. xx
Other sources of funds........................ xx
xx
Application of Funds:............................
(xx)
Increase (Decrease) in Funds.............
xx
What is the proper format in the case when the company suf
fers a loss for the year and “Funds provided by operations”
becomes an application rather than a source of funds?
Reply—Paragraph 10 of Accounting Principles Board Opinion
No. 19 states that the statement of changes in financial position
“should begin with income or loss before extraordinary items.”
Therefore, where net losses result in a drain on working capital
even after adding back expenses not requiring the outlay of
working capital in the current period, the statement should still
start with net income or loss before extraordinary items in ac
cordance with APB Opinion No. 19. However, the major side
captions may be changed to first show disposition of funds and
then sources of funds.
.07

Statements of Changes in Financial Position for Nonprofit
Organizations

Inquiry—Paragraph 7 of Accounting Principles Board Opin
ion No. 19 specifies that the statement of changes in financial
AICPA Technical Practice Aids
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position should be presented as a basic financial statement when
a balance sheet and a statement of income and retained earnings
are issued by a profit-oriented business entity. May this require
ment be properly interpreted to mean that the statement of
changes in financial position is not a requirement when reporting
on financial position and operating results of a nonprofit organi
zation? If so, what is the reasoning for excluding nonprofit
organizations from this requirement?
Reply—Paragraph 5 to the Introduction to Accounting Re
search Bulletin No. 43 states in part:
The committee has not directed its attention to accounting prob
lems or procedures of religious, charitable, scientific, educational, and
similar nonprofit institutions, municipalities, professional firms, and
the like. Accordingly, except where there is a specific statement of a
different intent by the company, its opinions and recommendations
are directed primarily to business enterprises organized for profit.

In the absence of paragraph 7 to APB Opinion No. 19, state
ments of changes in financial position probably would have been
required only for those nonprofit institutions for which the prob
lems of presentation of financial statements did not differ mate
rially from those of institutions organized for profit. Therefore,
the import of paragraph 7 of APB Opinion No. 19 expresses a
conclusion of the Board that reporting problems of nonprofit
institutions in this matter generally will differ from those of
profit-oriented institutions. If a nonprofit institution wishes to
include such a statement, an auditor may of course express an
opinion on financial statements which include a statement of
changes in financial position.
.08

Effect of Change in Depreciation Method on Statement of
Changes in Financial Position

Inquiry—A company which formerly depreciated its equip
ment on an accelerated basis has changed to the straight-line
method. The cumulative effect of this change, net of tax, was a
$100,000 increase in income for the current year. Should this
change be shown on the statement of changes in financial
position ?
Reply—Accounting Principles Board Opinion No. 19, para
graph 10, states in reference to the statement of changes in
financial position, “The statement for the period should begin
with income or loss before extraordinary items, if any, and add
back (or deduct) items recognized in determining that income or
§ 1 300.08

Copyright © 1976, American Institute of Certified Public Accountants, Inc.

205

Statement of Changes in Financial Position

loss which did not use (or provide) working capital or cash dur
ing the period.” As indicated in APB Opinion No. 20, paragraph
20, “. . . the cumulative effect (of a change in accounting prin
ciple) should be shown in the income statement between the cap
tions ‘extraordinary items’ and ‘net income’.”
The cumulative effect should be included in the statement of
changes in financial position but in a way which clearly shows
that it does not affect working capital.
A possible presentation for the cumulative effect of the change
might be:
Sources of Working Capital
Income before cumulative effect of
change in accounting principle...................... $200,000
Add expenses not affecting working capital:
Depreciation.................................................... 500,000
Working capital provided by operations.... 700,000
Cumulative effect of change in
depreciation method:
Increase in retained earnings....... $100,000
Less: increase in equipment......... 100,000
Total funds provided during
year.....................................
$700,000

The effect of the change might also be shown in a separate
section of the statement with a title such as, ‘ ‘ Changes in finan
cial position not affecting working capital.”
.09

Presentation of Property Sold in Statement of Changes in
Financial Position

Inquiry—There are two frequently used methods of present
ing property sold in a Statement of Changes in Financial Posi
tion. One method is to show the book value of property sold as
a source of funds. The second method is to reduce income or
loss from operations by the gain or loss on the sale and to show
the full proceeds as a source of funds not from operations. What
is the correct method of presenting property sold in a Statement
of Changes in Financial Position?
Reply—Reporting the book value of property sold as a source
of funds continues to be used in practice. But, adjusting income
or loss from operations by the gain or loss on the sale of the
property and reporting the entire proceeds as a source of non
AICPA Technical Practice Aids
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operating funds specifically conforms to the requirements stated
in paragraph 14 of Accounting Principles Board Opinion No. 19.
Paragraph 14 states in part:
In addition to working capital or cash provided from operations
. . . and changes in elements of working capital . . . the State
ment should clearly disclose: . . . Proceeds from sale (or work
ing capital or cash provided by sale) of long-term assets
(identifying separately such items as investments, property,
and intangibles) not in the normal course of business, less re
lated expenses involving the current use of working capital or
cash.

The next page is 261. <-<
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Section 1400
Consolidated Financial
Statements
.01

Operations of Subsidiaries and Parent Closely Related

Inquiry—Separate financial statements have been prepared
for a parent company and for each of its two wholly owned
subsidiaries which sell their entire production to the parent.
The parent company accounts for its investments in the sub
sidiaries by the equity method. Should consolidated financial
statements be prepared rather than separate financial state
ments?
Reply—The statements in paragraph 1 of ARB No. 51 that
consolidated financial statements are presumed to be more
meaningful and are usually necessary for a fair presentation
were repeated in paragraph 4 of APB Opinion No. 18. If the
conditions described in paragraph 2 of ARB No. 51 justify not
consolidating a majority owned domestic subsidiary, or the
conditions described in paragraph 8 of Chapter 12 of ARB No.
43 justify not consolidating a majority owned foreign sub
sidiary, the unconsolidated subsidiary should be accounted for
by the equity method. The Accounting Principles Board stated
in paragraph 14 of Opinion No. 18 that “the equity method is
not, however, a valid substitute for consolidation and should
not be used to justify exclusion of a subsidiary when consolida
tion is otherwise appropriate.” [Amended]

.02

Consolidation of Corporation and Proprietorship

Inquiry—How should the financial statements of a corporation
and a proprietorship bo consolidated?
Reply—This answer assumes that 100% of the corporation
capital stock is owned by the proprietor. If not, the proportion
of the net equity of the corporation applicable to the interest
of the minority should appear on the balance sheet between
liabilities and net worth, and on the income statement as a sub
traction following the provision for income taxes.
As in any consolidation, the stockholders’ equity of the sub
sidiary corporation should be eliminated against the investment
AICPA Technical Practice Aids
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of the parent (the proprietorship). Any net earnings of the sub
sidiary corporation subsequent to its acquisition and not re
corded on the books of the parent should be reflected in the
consolidated net equity, which, since the parent is a sole proprie
torship, will be a single figure. As income taxes are assessed
against the owner as an individual, rather than against the
proprietorship, no provision is made for income taxes beyond
those payable by the corporation. However, a footnote should
disclose such omission, and if it is anticipated that funds will
have to be withdrawn from the proprietorship to meet future
taxes on income earned to date, this too should be disclosed, with
an estimate of the amount thereof if practicable. Of course, pro
vision should be made for elimination of profits to the extent that
they may be reflected in consolidated inventories or in other
consolidated assets.
.05

Accounting for Investments on Unconsolidated Statements
Issued as Supplements to Consolidated Statements

Inquiry—Parent company A owns 100% of DISC A and 60%
of Parent B. Parent B owns 100% of DISC B.
Consolidated financial statements, with the unconsolidated
statements as supplemental information, will be prepared. In
the preparation of unconsolidated financial statements, how
should the investments in the common stock of subsidiaries be
shown ?
Reply—Paragraph 14 of Accounting Principles Board No. 18,
Equity Method for Investments in Common Stock, states in part,
“The Board also concludes that parent companies should account
for investments in the common stock of subsidiaries by the equity
method in parent-company financial statements prepared for is
suance to stockholders as the financial statements of the primary
reporting entity.”
If consolidated and unconsolidated financial statements are
presented, the cost method could be used for the unconsolidated
financial statements because they would not be the financial state
ments of the primary reporting entity issued to the stockholders.
But, the equity method would also be acceptable.
.06

Combined and Separate Financial Statements

Inquiry—Company A and Company B are new car dealers
with A selling an American made car and B selling a foreign
§ 1 400.05
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made car. One individual owns 100% of the outstanding stock
of both companies.
Both companies A and B are at the same location with sepa
rate buildings for sales staffs. Company A maintains the parts
and service departments for both companies with the parts inven
tory, warranty and service receivables of Company B on Com
pany A’s books. In return, Company B pays Company A a per
car fee for services to be performed on each new car sold by B.
Company A maintains the only used car inventory on the lot
adjacent to Company B’s building. Each time B receives a used
car in trade, it is sold to Company A at the wholesale fair market
value.
Although there is a differentiation in sales staffs, management,
accounting, secretarial, and other related services are performed
by the same staff out of both buildings, and Company B pays a
monthly fee for services performed.
Company A has income for the year, but Company B has a
loss for the period. Consolidated financial statements will be
prepared, but is it also necessary to provide figures for the
individual companies?

Reply—Paragraph 22 of Accounting Research Bulletin No. 51
states in part:
There are circumstances, however, where combined financial state
ments (as distinguished from consolidated statements) of commonly
controlled companies are likely to be more meaningful than their
separate statements. For example, combined financial statements
would be useful where one individual owns a controlling interest in
several corporations which are related in their operations.

Combined financial statements of the companies would be appro
priate, and there is no necessity for presenting separate state
ments for the companies.
Unfortunately, Accounting Research Bulletin No. 51 makes
no statement as to appropriate presentation of the stockholder’s
equity section of a combined balance sheet. Appropriate disclo
sure, therefore, may depend upon the circumstances. Either on
the statement of financial position, or in a note, there should be
disclosure for each company of their number of shares of stock
that are authorized and outstanding, and the par value. While
under some circumstances it might not be necessary to disclose
the allocation of retained earnings between the two companies,
other circumstances may exist under which such disclosure would
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be required—e.g., if the losses of either company have been so
severe that an insolvent condition might be anticipated.
.07

Reporting on Company Where Option to Acquire Control
Exists

Inquiry—Corporation A acquired debentures from Corpora
tion B convertible into common voting stock within ten years at
$1 per share. Corporation A also has an option to purchase
additional shares at $1 per share upon conversion to bring A’s
holdings in B up to 51% of the total outstanding shares. Corpora
tion A also has the right to appoint a majority of Corporation B’s
Board of Directors and has done so. Other intercompany trans
actions are negligible.
May each company issue separate financial statements, or
are consolidated statements required? What disclosures would
be necessary?
Reply—At present there is no ownership of one company by
the other, and consolidation would not be proper. Further, since
intercompany transactions (other than interest on the deben
tures) are negligible, combined statements would probably not
be particularly useful.
Corporation A should disclose in its financial statements the
terms under which it may obtain controlling stock ownership
of Corporation B, the amount of interest received, that no other
intercompany transactions are significant, and that it presently
has the right to and does appoint a majority to Corporation B’s
Board of Directors. It should also present summarized informa
tion as to the assets, liabilities, and operating results of Corpora
tion B, or include B’s financial statements with its report.
Corporation B, in addition to disclosing the interest rate and
maturity of the convertible debentures, should disclose Corpora
tion A’s conversion and option privileges and should disclose
that Corporation A has the right to and has appointed a majority
to Corporation B’s Board of Directors.
.08

Intercompany Profits in Inventories

Inquiry—One of the two divisions of a firm, in a group of
brother-sister corporations, derives over 95% of its income from
production of materials for a related company. All expenses are
allocated to the divisions in a reasonable manner. It is therefore
possible to determine the net profit remaining to the division.
§ 1 400.07
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How should the inventories be shown on the consolidated state
ments, and should intercompany profits be eliminated?
Reply—Generally, the inventories to be shown in consolidated
statements should be valued on the same basis as they would
have been had the enterprise been organized as one corporation,
rather than as more than one.
Paragraph 6 of Accounting Research Bulletin No. 51 includes
the following statement:
Accordingly, any intercompany profit or loss on assets remaining
within the group should be eliminated; the concept usually applied
for this purpose is gross profit or loss.

Paragraph 17 points out:
If income taxes have been paid on intercompany profits on assets
remaining within the group, such taxes should be deferred or the inter
company profits to be eliminated in consolidation should be appro
priately reduced.
.09

Intercompany Profit on Sale of Receivables

Inquiry—A controlled brother and sister corporation in liqui
dation sold its receivables at a premium to another corporation
controlled by the same brother and sister. The seller reported
the premium as income in the current year of sales and the buyer
corporation set up the premium as a deferred charge to be amor
tized over a five-year period on a monthly basis, commencing
with the current year.
Must this transaction be eliminated when consolidated state
ments are prepared?
Reply—Paragraph 6 of Accounting Research Bulletin No. 51
requires elimination of intercompany profits in preparation of
consolidated statements. Paragraph 19a of Accounting Prin
ciples Board Opinion No. 18 similarly requires elimination of
intercompany profits and losses of companies being reported on
the equity basis. Profits on sales of receivables should not be
exempted from these requirements.
.10

Intercompany Profit on Transfer of Noncurrent Assets

Inquiry—Parent Corporation acquired certain leaseholds and
drilled some exploratory wells at a total cost of $300,000, which
was capitalized. The exploratory wells drilled had proven pro
duction but were “shut-in.”
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At that point Subsidiary Corporation was formed and Parent
transferred its leaseholds and exploratory wells to Subsidiary in
exchange for 60% of Subsidiary’s capital stock.
Subsidiary’s stock was listed on the stock exchange, and the
shares issued to Parent had a market value of $500,000 on the
exchange on the date of the transaction. Subsidiary, therefore,
capitalized leaseholds and exploratory wells acquired at $500,000
(which has been accepted by the Securities and Exchange Com
mission).
Subsequent to these transactions, Subsidiary drilled additional
wells at a cost to it of $250,000 which it also capitalized. The
additional wells also had proven production but were “shut-in.”
During the current year, all wells went into production, and the
Subsidiary charged off amortization of $30,000. Of this amount,
$20,000 was applicable to the assets transferred by Parent on
the basis of Subsidiary’s capitalized cost of $500,000, and $10,000
was applicable to the cost of wells drilled by Subsidiary of
$250,000.
How should these transactions be reflected in the preparation
of consolidated financial statements by the Parent company?
Reply—The cost to Parent Corporation of the property in
question was $300,000. Parent, in turn, sold the property to Sub
sidiary Corporation for stock which was trading at that time for
$500,000. The Subsidiary capitalized the leaseholds and explora
tory wells for $500,000.
When preparing consolidated statements, the cost which should
be reflected on the balance sheet should be the cost to the entity,
viz., $300,000. This will require an elimination of $200,000 from
the “leaseholds and exploratory wells” account on the consoli
dated worksheet. The proper entry to accomplish this end would
be a charge to Subsidiary’s “Capital Stock” account of $500,000,
and credits to Parent’s “Investment in Subsidiary” of $300,000,
and the “leaseholds and exploratory wells” account of $200,000,
respectively. Any profit recognized by Parent Corporation on
its sale to Subsidiary would require an entry crediting the " In
vestment in Subsidiary” account by the amount of the profit and
debiting the applicable income item or retained earnings.
The consolidated income statement, as it stands, contains an
overstatement of amortization applicable to the “leaseholds and
exploratory wells” acquired from Parent. This is true because
§ 1 400.10
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amortization has been taken on the $500,000 cost to Subsidiary
Corporation when, for consolidated statement purposes, it should
be taken only on $300,000. Since the entity’s cost is 60% of the
cost to Subsidiary ($300,000/$500,000), amortization should be
60% of $20,000, or $12,000. This requires a reduction in the
amortization expense account by crediting it for $8,000 ($20,000
minus $12,000). The corresponding charge should be made to the
accumulated allowance for amortization account. Consolidated
net income is, therefore, increased by $8,000.
The wells which cost Subsidiary Corporation $250,000, and
which were amortized $10,000 are not affected by consolidation
since, under these circumstances, the cost to the subsidiary is the
cost to the entity.
.11

Reasonableness of Rate of Return on Intercompany Profits of
Public Utility

Inquiry—A client is a public utility holding company with
several affiliates. Paragraph 6 of Accounting Research Bulletin
No. 51 has generally been interpreted to mean that intercompany
profits on assets and services acquired from affiliates need not be
eliminated if they are not in excess of a reasonable rate of return
on investment ordinarily capitalized. What is a reasonable rate
of return? Is it the rate of return the Public Utilities Commission
would allow the affiliated utility which is buying the service and
assets?
Reply—ARB No. 51, paragraph 6 states:
However, in a regulated industry where a parent or subsidiary manu
factures or constructs facilities for other companies in the consoli
dated group, the foregoing is not intended to require the elimination
of intercompany profit to the extent that such profit is substantially
equivalent to a reasonable return on investment ordinarily capitalized
in accordance with the established practice of the industry.

A reasonable rate of return would be at least equivalent to
the rate of return which the Public Utilities Commission would
allow the utility on its rate base.
.13

Presentation of Investment in Partnership

Inquiry—A company has an investment in a limited partner
ship engaged in the construction of an office building. In order
to obtain outside investors for the office building partnership,
the company has agreed that profits or losses for the first
nine years of operation shall be allocated 70% to the outside
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investors and 30% to the company. At the expiration of the
nine years, the distribution of earnings or losses shall revert
to 70% to the company and 30% to the outside investors. How
ever, since the company is contributing 70% of the value to the
office building partnership, it was agreed that upon sale of the
office building, at any time, the company will receive 70% of the
profit and the outside investors 30%.
Should the financial statements of the limited partnership
be combined with those of the company or would the equity
method of accounting have to be used!
Reply—Since the company “owns” 70% of the limited part
nership, the financial statements of the limited partnership should
be combined with those of the company on a line by line basis
even though during the first nine years there would be a minority
interest in earnings of 70%. If the company decides to issue
only its own financial statements to the stockholders as “the
financial statements of the primary reporting entity,” then the
equity method described in Accounting Principles Board Opinion
No. 18 would be appropriate. Refer also to the Interpretation
No. 2, Investments in Partnerships and Ventures to APB Opinion
No. 18.
.14

Consolidation of Indirect Subsidiaries

Inquiry—Corporation A owns one hundred percent of the
stock of corporation B. B owns ninety percent of Company C and
one hundred percent of Company D.
Would companies C and D be considered subsidiaries of A
or B! Should B show the investments in C and D according to
the equity method when filing financial statements!
Reply—Companies C and D would be considered indirect sub
sidiaries of A, and direct subsidiaries of B. Paragraph 14 of
Accounting Principles Board Opinion No. 18 states in part, “The
equity method is not, however, a valid substitute for consolida
tion and should not be used to justify exclusion of a subsidiary
where the consolidation is otherwise appropriate.”
Unless the financial statements of corporation B are being pre
pared for a special purpose for which recognition of equity in
its subsidiaries is not appropriate, any failure to consolidate or
carry at equity basis its interests in corporations C and D should
§1400.1 4
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be considered a departure from generally accepted accounting
principles.
.1 5

Temporary Loss of Control of Subsidiary

Inquiry—A company owns 55% of the voting stock of a sub
sidiary. However 10% of the stock has been assigned to a voting
trust for a period of two years. The trustee of the voting trust
is a representative of the minority interest, giving the minority
interest voting control for a period of two years.
Should this subsidiary be consolidated or should it be accounted
for by the equity method?
Reply—Accounting Research Bulletin No. 51, paragraph 2, in
a discussion of consolidation policy states:
The usual condition for a controlling financial interest is ownership
of a majority voting interest, and, therefore, as a general rule owner
ship by one company, directly or indirectly, of over 50% of the
outstanding voting shares of another company is a condition pointing
toward consolidation. However, there are exceptions to this general
rule. For example, a subsidiary should not be consolidated where
control is likely to be temporary, or where it does not rest with the
majority owners (as, for instance, where the subsidiary is in legal
reorganization or in bankruptcy). There may also be situations
where the minority interest in the subsidiary is so large, in relation
to the equity of the shareholders of the parent in the consolidated
net assets, that the presentation of separate financial statements for
the two companies would be more meaningful and useful.

Assigning 10% of the shares to the voting trust resulted in
a temporary loss of control, a situation the opposite of “control
is likely to be temporary. ’ ’ Therefore, because the loss of voting
control is only temporary, these subsidiaries should be consoli
dated in the parent company’s financial statements.
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Personal Financial
Statements
.01

Personal Financial Statements on Cash Basis

Inquiry—The AICPA Industry Audit Guide, Audits of Per
sonal Financial Statements, states that accrual accounting should
be used. An individual has investments in proprietorships, part
nerships, and corporations whose books are kept on the cash
basis. Should the financial statements of these entities be con
verted to the accrual basis for use in the preparation of the per
sonal financial statements?
Reply—If the statement of a proprietorship, partnership, or
corporation included in a personal financial statement represents
financial statements prepared on the cash basis and it differs
materially from statements that would have been prepared on the
basis of generally accepted accounting principles, the auditor
should take exception or give an adverse opinion, depending upon
the materiality of the differences involved. If the auditor cannot
determine the amount of the investment under generally accepted
accounting principles and he believes the difference might be ma
terial, he should either issue a qualified (“subject to”) opinion
or disclaim an opinion, depending upon his belief as to the mate
riality of the differences.
.02

Equity Method for Investments on Personal Financial
Statements

Inquiry—Is it permissible to use the equity method of account
ing for investments in the stock of corporations that are included
in a personal statement of assets and liabilities ?
Reply—Paragraph 2 of Accounting Principles Board Opinion
No. 18 indicates that it does not apply to nonbusiness entities
such as estates, trusts and individuals.

The AICPA Industry Audit Guide, Audits of Personal Finan
cial Statements (1968), states on page 6, however, that:
Business interests, such as sole proprietorships, partnerships,
joint ventures and corporations taxed under Subchapter S of
the Internal Revenue Code, should be presented in the cost
basis column at cost adjusted for any accumulated undistributed
earnings or losses since acquisition.
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Pages 21-25 of the Audit Guide give an example of personal
financial statements which include an account in the asset section
of the statement of assets and liabilities titled, “Interest in net
assets of XYZ Corp.” Both the cost and estimated value basis
for this interest is shown. [Amended]
.03

Deferred Taxes on Undistributed Earnings on Personal
Financial Statements

Inquiry—Accounting Principles Board Opinion No. 24 dis
cusses the treatment of tax effects of differences between taxable
income and pretax accounting income attributable to an inves
tor’s share of earnings of investee companies accounted for by
the equity method. Does APB Opinion No. 24 apply to personal
financial statements wherein an individual’s equity in a corpo
ration must be adjusted to recognize deferred taxes on undistrib
uted earnings?
Reply—APB Opinion No. 24 deals with accounting for income
taxes in connection with investments in common stock accounted
for by the equity method (other than subsidiaries and corporate
joint ventures) and relates to Accounting Principles Board Opin
ion No. 18, The Equity Method of Accounting for Investments
in Common Stock. An investor is defined in paragraph 3 of APB
Opinion No. 18 as “a business entity that holds an investment in
voting stock of another company.” Even though the individual
would be considered an investor in the normal sense, an individ
ual would not be considered an investor as defined in APB
Opinion No. 18 since the individual would not be considered a
business entity. Therefore, the provisions of APB Opinion No.
24 relating to accounting for the tax effects of undistributed
earnings of investees would not apply to individuals and would
not be applicable in preparing personal financial statements.
.04

Valuation of Community Property After Probate

Inquiry—A client and his wife held community property, and
at the wife’s death, this community property was required by
the state to be probated. The entire property proceeded through
probate and was “fully controlled” by the estate at this time.
At the time of distribution of the assets controlled by the estate,
one half of the property representing the wife’s share went into
a trust as provided by the will, and the remaining half of the
property was distributed back to the husband.
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What is the cost basis of the surviving spouse’s share of the
community property? Is it one half of the original cost or one
half of the value of the estate at the time of the wife’s death?

Reply—There is a discussion on page 6 of Audits of Personal
Financial Statements, an AICPA Industry Audit Guide, of the
cost basis in connection with personal financial statements. Based
on this, because the widower’s ownership was not acquired by
inheritance from his wife, the proper basis of the property should
be his cost prior to the wife’s death. However, the Audit Guide
also states that disclosure of the estimated values of the property
should be included in the financial statements.
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Cash
.01

Depositing Cash Receipts

Inquiry—What is the meaning of the phrase, ‘‘Receipts should
be deposited intact?” Must the individual items of remittance
such as checks, money orders, and cash be deposited, or is it
sufficient to deposit the exact total amount of the receipts for a
particular day?
Reply—Deposits received in the mail should be deposited ex
actly as received, with each check item appearing on the deposit
ticket, and the cash items generally appearing as one total. The
depositor should retain a list of the details making up the cash
item. Remittances received over the counter should generally be
handled separately from mail remittances. A record should be
retained for each item received, although the deposit ticket gener
ally will list separately only checks received. Frequently, counter
receipts will be greater than the items due the organization since
change will be given back. It would be desirable for each check
item to show the amount for which payment was received and
the amount paid out in change.
.02

Checks Undelivered at Balance Sheet Date

Inquiry—It is the practice of a client to draw checks to all of
its creditors at the end of each month, thus resulting in a condi
tion of no trade accounts payable at the end of each month. At
the same time, after deducting these disbursements from cash
in bank, large overdrafts may result from this procedure. How
ever, since the client does not wish to deliver the checks against
insufficient funds, the checks are kept in the possession of the
client and mailed only after there are sufficient funds to cover
the checks mailed.
Is it proper, as the client requests, for the auditor to take these
checks still on hand and journalize the total back into cash in
bank and credit trade accounts payable for this amount (since
the checks have not actually been disbursed and since this inter
nal record keeping suits the convenience of the client) ? Also, is
it mandatory that these held checks be voided first and new
checks with new dates be prepared before the auditors can jour
nalize such an entry?
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Reply—It is not only proper but necessary that any checks
dated prior to the balance sheet date and not mailed or otherwise
delivered, be restored to cash by journal entry. In some instances,
it may be difficult to determine which checks have not been mailed,
although generally the auditor should be suspicious of any blocks
of checks that are not returned with the next subsequent bank
statements, or that are returned but show their first bank stamps
later than two or three business days after the balance sheet date.
.03

Drafts Outstanding as Reductions of Cash Balance

Inquiry—A client has men out in the field. These men draw
drafts on the company bank account for purchases, expense
items, and advances (loans). At the close of the year, there usu
ally are a few of these drafts in transit, but they have not been
accepted by the company and could be refused. In the normal
situation, however, they are accepted by the company. These
amounts have always been very small in the past, but there is
the possibility, of course, that the amounts could become mate
rial. Should the bank account be reduced for any or all of these
drafts and the various expenses, loans, etc. be charged?
Reply—The bank account should be credited in the amount of
the drafts in transit, and the applicable cost or expense classifica
tions involved charged in the accounting period when drafts are
written. Although such drafts must be approved by the company
before actually being honored, a refusal, apparently, is unusual.
Viewing the situation from the standpoint of a “going concern,”
it would appear that all the elements of “incurring” an expense,
or making a purchase, or an advance, take place prior to the
year end. In addition, to defer recognizing these entries until
approval is given, especially in view of the lack of materiality of
the items and the few times rejections have taken place, gives
too much weight to the concept of rigid accounting periods and
not enough to the proper “matching” of costs and revenues.
.04

Bank Account of Debtor Held by Creditor

Inquiry—A corporation loaned the sum of $27,000 to an indi
vidual. The individual subsequently repaid the loan by delivering
his personal check to the corporation. In order that the funds
represented by the check could continue to earn interest and
not lie dormant in a checking account, the individual delivered
to the corporation his savings bank pass books sufficient to cover
the face amount of the check and also delivered to the corpora
§211 0.03
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tion executed withdrawal slips covering those bank books. The
corporation retained the check, the bank books, and the executed
withdrawal slips. The corporate officer, who usually made entries
in the original books of account of the corporation, made an entry
showing the funds, represented by the check, as having been
deposited by the corporation.
The rationale of the officer making the entry was that this
transaction represented cash on hand or cash in the bank. The
corporation would at any time be able to withdraw sufficient
money from the individual’s checking account to cover the check.
Is it correct to treat this amount as cash on the corporation’s
books?
Reply—In the absence of an opinion from an attorney that the
cash in the savings bank belongs to the corporation, rather than
to the individual, it would not be appropriate to include the
amount in cash.
However, if the amount involved were merely being held in the
savings bank in the name of the individual until the next succeed
ing interest date in order to avoid surrender of accrued interest,
and if the transfer to the corporation was in fact made at such
interest date, it might be approprite to include a separate caption
for “Cash in Savings Bank.” In such circumstances it would of
course be necessary to disclose the fact that at the date of the
balance sheet the funds were not in the corporation’s name, the
reason for the delay in transfer, and that the transfer had in fact
been made prior to the date of the report.
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Temporary Investments
.01

Use of Current Assets to Meet Commitments for Purchase of
Fixed Assets

Inquiry—A corporate client maintains its books and files its
federal income tax returns on a cash basis method of accounting.
At the end of the year, the company expects to have committed
itself for additions to plant and equipment for the amount of $10
million payable over a period of about one and one-half years.
The client has investments in government bonds valued at $15
million and classified as current assets. The company maintains
a policy of investing surplus funds in these securities and none
of them are specifically earmarked for payment of the commit
ments when they come due, although it is quite possible that
maturing bonds may be used for this program. In any case, the
client intends to pay for the new plant out of working capital.

One of the directors has suggested that in the year-end finan
cial statements the aggregate commitments and anticipated ex
penditures of $10 million be deleted from current assets and
shown “below the line,” presumably as a separate item or in
cluded in "Other Assets.’’ He has stated that in his opinion this
matter would not properly be handled by only a footnote or
inclusion in the auditor’s report.

How should this commitment be presented in the financial
statements?
Reply—Presenting the amount expected to be spent to meet
the commitments as noncurrent is not required. In reaching this
conclusion, consideration has been given to par. 6, chapter 3A of
Accounting Research Bulletin No. 43. This reference is construed
to mean that a general intention to pay debts arising from a con
struction program out of funds or liquid assets which are other
wise properly categorized as current does not change that cur
rent status. Even though it is likely that the investments will be
used to pay the commitments, management’s current state of
mind could change. In the absence of some act such as a resolu
tion of the board formally earmarking or appropriating the secu
rities for payment of construction obligations, the securities will
remain current assets.
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The nature and the amounts of the commitments should, of
course, be disclosed. Such disclosure by footnote to the balance
sheet would be sufficient.
.02

Leveling Gains and Losses of Pension Trust

Inquiry—A client, a pension trust serving municipalities,
reports gains and losses as they occur upon sales of securities.
These gains and losses along with other investment earnings,
interest and dividends, have been credited to the equity of the
individual cities. These credits have been used to reduce (or in
crease as the case may be) future contributions to the trust by
the individual cities.
Since these gains and losses fluctuate greatly, would it be
acceptable for the client to somehow level the gains and losses
charged to the contributors while still reporting gains and losses
only upon sales'?
Reply—Generally accepted accounting principles call for re
porting gains and losses on the sale of securities as they occur.
These gains and losses, along with other investment earnings
such as interest and dividends, would be appropriately credited
to the equity of the individual cities in this case.
Investments of pension funds should probably also be pre
sented in the financial statements at their fair value at the state
ment date, and cost should be disclosed parenthetically or by
footnote.
The net increase or decrease during the year in unrealized
appreciation or depreciation of investments would be reported
as a separate caption apart from realized gains and losses in the
statement of changes in net assets available for plan benefits.
Any change toward leveling these securities gains and losses
would have to be evaluated on the basis of possible departure
from generally accepted accounting principles.
.03

Presentation of Cash and Temporary Investments

Inquiry—Cash and temporary investments (such as certifi
cates of deposit and marketable securities) are sometimes pre
sented as either one amount without disclosing the components
(the carrying basis and the current market value of the invest
ments) or as an item of “cash and cash equivalents” without
disclosing the nature of cash equivalents. Are such presenta
tions acceptable?
§ 2120.02
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Reply—Neither of the described presentations is acceptable.
FASB Statement of Financial Accounting Standards No. 12
covers the accounting for certain marketable securities and
specifies in paragraph 12 disclosures in financial statements or
accompanying notes.
Paragraphs 4 and 9 of Chapter 3A of Accounting Research
Bulletin No. 43 apply to the reporting of other temporary
investments (commercial paper, certificates of deposit, and mar
ketable securities not covered by Statement 12). Paragraph 4
implies that major components of current assets should be
separately reported or disclosed and paragraph 9 stipulates that
the “. . . amounts at which current assets are stated be supple
mented by information which reveals, for temporary invest
ments, their market value at the balance sheet date. . .
Accordingly, the amount and market value of other temporary
investments should be disclosed in the financial statements or
accompanying notes.

»-> The next page is 811.
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Section 2130

Receivables
.01

Accrued Interest Revenue on Doubtful Receivables

Inquiry—When should a lender stop accruing interest revenue
on doubtful receivables?
Reply—In practice, when loan payments stop, banks often stop
accruing interest income. While there is no hard and fast rule,
interest income accrued in the current year is usually reversed
and interest related to prior years is charged to the reserve for
loan losses.
The practice of not accruing interest on doubtful loans is also
prevalent in the real estate industry.
It is a matter of judgment as to when a lender should stop
accruing interest on a doubtful receivable. In any case, it is
unrealistic to recognize income which probably will not be
collected.
.02

Installment Receivables and Related Deferred Taxes as
Current Assets and Liabilities

Inquiry—Is it an accepted accounting principle to classify
long-term installment receivables and their related deferred in
come tax credit as current assets and liabilities?
Reply—SEC Accounting Series Release No. 102, “Balance
Sheet Classification of Deferred Income Taxes Arising from In
stallment Sales,” and paragraph 57 of APB Opinion No. 11
describe the handling of the deferred tax liabilities related to
installment sales. Accounting Research Bulletin No. 43, chapter
3, Section A, paragraph 4 indicates that the term “current
assets” includes “installment or deferred accounts and notes
receivable if they conform generally to normal trade practices
and terms within the business.’’ Accordingly, if a corporation is
classifying its installment notes receivable as current on the
theory that they conform generally to normal trade practices and
terms within the business, it therefore follows that the applicable
deferred income tax liabilities should also be classified as current.
.03

Recoverable Customs Duties

Inquiry—A client imports into the United States a product
subject to duty. As a processor, he may file a claim for refund of
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99% of the amount of duty paid upon submitting proof of a
comparable shipment exported from the United States. There
must be some change in this product, prior to shipment, such as
canning or blending which changes the form of the original
product imported. The client has been exporting sufficient goods
so that the maximum duties have been recoverable in prior years.
What is the proper treatment for such recoverable duties?
Reply—It is appropriate to treat recoverable duties on exports
made prior to the balance sheet date as an asset. Duties on goods
in the ending inventory may be shown as an asset since this cost
would be charged to the subsequent period, whether the goods
are used domestically or exported.

.04

Disclosure of Receivables Sold

Inquiry—On the last day of its fiscal year, Corporation A sold
its accounts receivable at 100% of face amount to a commercial
bank which held back 10% of the face amount of receivables
sold. The sale was without recourse except that the bank may
charge the holdback account for delinquent accounts. However,
the holdback account can never exceed 10% of the balance of the
accounts due to the bank. In lieu of a discount at the time of
the sale, Corporation A will pay the bank
of 1% over the
prime rate on the amount of outstanding receivables. For tax
purposes, Corporation A will adopt the installment basis. How
should the sale of receivables be presented and disclosed in the
financial statements of Corporation A ?

Reply—Statement of Position 74-6,
*
Recognition of Profit on
Sales of Receivables With Recourse, AICPA Accounting Stand
ards Division, June 14, 1974 [section 10,010] discusses account
ing for the sale of receivables. Footnote 1 on page 1 of the
Statement of Position [section 10,010.01] indicates that the term
“recourse” would also apply to agreements where the seller
guarantees the buyer a “yield.” Paragraph 15 on page 9 [sec
tion 10,010.15] indicates that the buyer’s security in recourse
transactions is often in the form of so-called “dealers’ reserves”
or “holdbacks.” Based on these two references, the receivables
sold by Corporation A should be treated as receivables sold with
recourse for purposes of financial reporting.
* See page 16,551 in this Volume.
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The profit should be accounted for by the delayed recogni
tion method, which is the method recommended by the Account
ing Standards Division. A discussion of the application of the
delayed recognition method begins on page 25 of the Statement
of Position [section 10,010.43]. Footnote 5 on page 25 [section
10,010.44] indicates that differences arising between financial
accounting for recognition of profit or loss on sales of receivables
and income tax accounting for such profit or loss should be
treated as timing differences in accordance with Accounting
Principles Board Opinion No. 11. Therefore, if there is a dif
ference between the installment basis for tax purposes and the
delayed recognition method, the timing difference provisions of
APB Opinion No. 11 (including disclosure requirements) should
be followed.
Recommended disclosures for the sale of receivables with
recourse are discussed in paragraphs 48 and 49 of the Statement
of Position [sections 10,010.48 and 10,010.49]. Disclosure should
include:
• Nature and amount of receivables sold during each
period
• Payment terms
• Amount of receivables outstanding at date of the latest
balance sheet presented
• Terms of agreements
• Amount of funds in “dealers’ reserves” at latest bal
ance sheet date
• Company’s accounting policy for profit or loss on sale
of receivables with recourse

• Amount of differential included in each period for
which an income statement is presented and amount
deferred at date of latest balance sheet presented.
Although the accounts receivable were sold on the last day
of Corporation A’s fiscal year, the tax effect still relates to the
receivables sold in the current fiscal year. Therefore, this
change in reporting for tax purposes should be mentioned in
the current year’s financial statements.
.05

Out-of-Pocket Costs Incurred by a Law Firm

Inquiry—A law firm incurs certain out-of-pocket costs on be
half of its clients. If the case is won, these costs are recovered
AICPA Technical Practice Aids

§ 2130.05

814

Assets

from the client in addition to the legal fees. If the case is lost,
the costs may not be recovered. How should these costs be
treated by the law firm?
Reply—These out-of-pocket costs should be set up in a “client
disbursements” account and the estimated recoverable amount
should be shown as an asset in the financial statements of the
law firm. If these out-of-pocket costs become uncollectible be
cause a case is lost, they should be written off.
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Section 2140

Inventories
.01

Warehousing Included in Cost of Inventory

Inquiry—A client deals in wholesaling and retailing automo
tive tires for foreign cars. Most of the inventory is imported, and
it is valued on the company’s records at the actual inventory cost
plus freight-in. At year-end, the warehousing costs are prorated
over cost of goods sold and ending inventory. The company’s
auditor believes the warehousing costs should not be capitalized
to inventory, but the entire amount should be expensed in the
year the costs are incurred. Are warehousing costs considered to
be product costs or period costs?
Reply—Statement 3 of Chapter 4, ARB No. 43 states in part:
As applied to inventories, cost means in principle the sum of the
applicable expenditures and charges directly or indirectly incurred in
bringing an article to its existing condition and location.

The discussion includes the following:
Selling expenses constitute no part of the inventory costs.

To the extent that warehousing is a necessary function of im
porting merchandise before it can be sold, certain elements of
warehousing cost might be considered an appropriate cost of
inventory in the warehouse. For example, if goods must be
brought into the warehouse before they can be made ready for
sale, the cost of bringing such goods into the warehouse would
be considered a cost of inventory. Similarly, if goods must be
handled in the warehouse for assembly or for removal of foreign
packaging, etc., it would be appropriate to include such costs in
inventory. However costs involved in storing the goods for any
additional period would appear to be period costs. Costs of deliv
ering the goods from the warehouse would appear to be cost of
goods sold, and should not under any circumstances be allocated
to goods that are still in the warehouse.
.02

Obsolete Items in Inventory——I

Inquiry—A client purchased in bulk various inventories of
stock material. This material is used to produce various special
ized parts used in electronic equipment. The bulk purchase took
place some eighteen months ago, and less than ten percent of
these inventories have been used. The client claims that there
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may be some obsolete stock on hand from this bulk purchase,
but an eighteen months period is not enough time to effectively
determine the complete degree of obsolescence because the highly
specialized nature of the product line may not lead to renewed
orders until periods beyond one or more operating cycles. Based
on the information available to the client, about one-third of
the original bulk purchase will be written off because of obso
lescence. For the remaining inventories, the client will present a
representation letter indicating that he believes the remaining
inventory not to be obsolete.
There may be more obsolete inventory than the client is willing
to admit. The poor turnover of such items is the chief reason for
concern. Pricing the inventory at the lower of cost or market will
be difficult. The nature of the inventory (many small items at
low unit cost) and its poor turnover make obtaining market
prices difficult.
What is the responsibility of auditors, not being inventory
experts, in determining the extent of obsolescence?
Reply—Sections 331.09 to 331.13 of Statement on Auditing
Standards No. 1 discuss evidential matter for inventories. These
sections of SAS No. 1 do not define the auditor’s responsibility
for quality of inventory. However, the third standard of field
work would require the auditor to obtain sufficient competent
evidential matter regarding inventory quality in connection
with determining whether or not the inventories are presented in
accordance with generally accepted accounting principles. This
evidential matter might include the opinion of other experts, for
example an electronics engineer, with respect to the quality of the
inventories in this case.
Over the eighteen-month period since the inventories were
purchased, less than ten percent have been utilized. Such a usage
rate indicates that the client has close to an estimated fifteen year
supply of these inventories. This would indicate that little or no
value should be assigned to these inventories.
.03

Obsolete Items in Inventory—II

Inquiry—Accounting Research Bulletin No. 43, Chapter 4,
“Inventory Pricing,” Statement 1 defines inventory as,
“The aggregate of those items of tangible personal property which
(1) are held for sale in the ordinary course of business, (2) are in
process of production for such sale, or (3) are to be currently con
sumed in the production of goods or services to be available for sale.”
§ 2140.03
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Is it correct to assume that obsolete items which are not cur
rently consumed in the production of “goods or services to be
available for sale,” are not classified as inventory?
Reply—It is correct to conclude that obsolete items are exclud
able from inventory. Cost attributable to such items is “non
useful” and “nonrecoverable” cost (except for possible scrap
value) and should be written off if a perpetual inventory is main
tained or simply excluded from the inventory count if cost of
sales is derived solely by means of taking a physical inventory
count at the end of a period.
.04

Airplanes Chartered While Held for Sale

Inquiry—A company purchases airplanes for sale to others.
However, until they are sold, the company charters and services
the planes. What would be the proper way to report these air
planes in the company’s financial statements ?
Reply—The primary use of the airplanes should determine
their treatment on the balance sheet. Since the airplanes are held
primarily for sale, and chartering is only a temporary use, the
airplanes should be classified as current assets. However, depre
ciation would not be appropriate if the planes are considered
inventory. Accounting Research Bulletin No. 43, Chapter 4,
Inventory Pricing Statement No. 1, states in part that the term
inventory “excludes long-term assets subject to depreciation ac
counting, or goods which, when put into use, will be so classified. ”
.05

Valuation of Rebuilt Airplane Parts Inventory

Inquiry—A client operates as an aircraft repair shop certified
by the Federal Aviation Administration. In addition to maintain
ing a stock of new parts, the client also salvages and rebuilds
certain used parts. Once these rebuilt parts are approved by the
FAA, they are as acceptable as new parts, and no differentiation
between new and rebuilt parts is required in ordering, using, or
pricing the parts.
For certain operating reasons, the client prefers to carry all
parts at the factory list price for new parts. How should the
necessary adjustments be made to reflect the actual cost of the
used parts on the client’s financial statements?
Reply—One approach would be to advise the client to prepare
a work order for each salvaged piece of equipment that is to be
disassembled for parts. The work order would be used to accumu
AICPA Technical Practice Aids

§21 40.05

864

Assets

late (1) cost of the salvaged equipment, (2) direct labor incurred
in disassembling, cleaning, and testing the salvaged parts, (3)
cost of any outside work performed, and (4) an overhead alloca
tion. At the completion of the disassembly and testing process,
the air-worthy parts would be listed, valued at factory list price,
and added to inventory at that value. The difference between the
factory list prices and the actual cost as reflected by the work
order would be entered (normally as a credit) in an inventory
valuation account carried in the cost of sales section of the
general ledger.
Assume that, at financial statement date, additions to parts in
ventory (new and used) for the given period amount to $100,000;
that the inventory valuation account reflects a credit balance of
$40,000 (40% of inventory additions); and that the inventory of
parts, valued at factory list price, amounts to $25,000. For state
ment purposes, parts inventory would be reduced by $10,000
(40% ) with a corresponding reduction in the inventory valuation
account. The remaining $30,000 in the inventory valuation ac
count would be treated as a reduction to cost of parts sold.
Assume further, that the parts inventory turns over every three
months. The percentage of inventory reduction would be com
puted based on parts acquisition for the preceding three months
only. Such a method of inventory valuation would be a sort of
average cost method that would reasonably approximate actual
cost on a first-in first-out basis.
.06

Inventory of Meat Packer

Inquiry—A client engaged in the meat packing business uses
the “National Provisioner Daily Market Service” quotations in
valuing its inventories. The client contends that these quotations,
adjusted for freight differentials, reflect an accurate approxima
tion of actual costs and, in lieu of a complete cost accounting sys
tem, should be considered as cost for inventory valuation. Is this
method of inventory valuation acceptable for meat packers?
Reply—Meat packing companies generally value their work in
process and finished goods inventories at market price less cost
to bring to market in accordance with Statement 9 of Chapter 4,
Accounting Research Bulletin No. 43. Live animals and whole
carcasses are carried at lower of cost or market. Many companies
use quoted costs such as the National Provisioner quotations
which are estimated costs of producing a particular cut of meat
§ 2140.06
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adjusted for the fluctuating daily livestock prices and other fac
tors. These quoted prices must be further adjusted by the indi
vidual meat packers to take into account individual factors such
as freight and storage.
.07

Inventory of Nursery of Ornamental Plants and
Christmas Trees

Inquiry—A nursery has two branches, one of which is in Ver
mont and the other in Connecticut. In Vermont, balsam Christ
mas trees are grown from seedling stock. In Connecticut, plants,
shrubs, and flowers are purchased for retail and about 90% of
these purchases are sold during the growing season. The other
10% are put back into the ground in the fall and remain there
until the next season, or until someone purchases them. In the
case of some shrubs they may remain in the ground for a number
of years. Some of these shrubs which have been ‘‘lined in” die,
and some eventually grow too large to be used for ornamental
purposes and have to be dug up and destroyed.

How shall the stock of Christmas trees be valued? Also, how
can the inventory value of the plants and shrubs left over at year
end be determined?
Reply—A proper accounting treatment for the Christmas trees
growing in Vermont is to capitalize the cost of seedlings, plant
ing, cultivating, etc., and take depletion at the time the trees are
cut and sold. However, for purposes of properly computing the
depletion attaching to trees severed (or for that matter, writing
off the cost attaching to any significant numbers of trees which
upon a cruise of the area, are observed to have died or otherwise
lost their useful value), records of the number of seedlings
planted in designated rows, lots, or sectors should be maintained.

As to the question regarding purchased shrubs and plants left
over at the end of the growing season, some method of inventory
must be adopted so that there can be a fair reflection of gross
income. Perhaps a periodic inventory could be taken at the end
of the financial period. If an expert nurseryman were to accom
pany the accountant around the area where these plants are set,
he could determine the number and grade of plants not sold. An
“average” price per plant could be taken from the purchase in
voices. To this should be added the labor and other costs of lining
them back into the ground. The average cost applicable to those
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plants which later die or are destroyed, should, of course, be
written off.
The foregoing assumes that the shrubs left over at the end of
the growing season do not, for the most part, represent inferior
stock resulting from customers’ culling of the best stock during
the active season. If their eventual marketability is dubious, then
they should be carried forward in inventory only at their esti
mated net realizable value or recoverable portion of actual aver
age cost.
.08

Valuing Inventory of Gold

Inquiry—A client, a dental laboratory, has an inventory of
gold which is held in a bank safety deposit box. The auditor in
tends to observe the physical inventory as well as have a sample
of the gold tested for purity.
Should the gold be valued at cost or at the current market
price?
Reply—Accounting Research Bulletin No. 43, Chapter 4, State
ment 9 states:
Only in exceptional cases may inventories properly be stated above
cost. For example, precious metals having a fixed monetary value
with no substantial cost of marketing may be stated at such monetary
value; any other exceptions must be justifiable by inability to
determine appropriate approximate costs, immediate marketability
at quoted market price, and the characteristic of unit interchange
ability. Where goods are stated above cost, this fact should be fully
disclosed.

The usual method of valuing an inventory of gold held for use
in manufacturing is to value the gold at the lower of cost or mar
ket and disclose the excess of the market value over the carrying
value.
.09

Standard Cost for Inventory Valuation

Inquiry—A client uses standard costs for valuing inventory.
What disclosure is necessary in the financial statements regard
ing inventory valuation?
Reply—Ordinarily, standard costs should be adjusted to a
figure which approximates the lower of cost or market. If this is
done, then it is appropriate to use standard costs for financial
reporting purposes. This is usually the case where standards are
currently and frequently adjusted.
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Accounting Research Bulletin No. 43, Chapter 4, “Inventory
Pricing,” states in the footnote to paragraph 6:
Standard costs are acceptable if adjusted at reasonable intervals
to reflect current conditions so that at the balance sheet date standard
costs reasonably approximate costs computed under one of the
recognized bases. In such cases, descriptive language should be used
which will express this relationship, as, for instance, “approximate
costs determined on the first-in first-out basis,” or, if it is desired to
mention standard costs, “at standard costs, approximating average
costs.”

Accordingly, if in this particular case standard costs do in fact
approximate the lower of cost or market, then disclosure along
the lines indicated in the above reference is adequate.
On the other hand, if the difference between standard costs and
the lower of cost or market is material, then mere footnote dis
closure will not cure the known statement imperfection.
.10

Change in Method of Pricing New Car Inventory

Inquiry—An automobile dealer wants to change from the
specific identification method of pricing new car inventory to
LIFO. Is LIFO an acceptable method of pricing new car in
ventory?
Reply—While the specific identification method seems prefer
able for pricing new car inventory, LIFO would be acceptable.
Justification for the change should be given.
Paragraphs 16 and 17 of Accounting Principles Board Opin
ion No. 20 state in part:
16. The presumption that an entity should not change an
accounting principle may be overcome only if the enterprise
justifies the use of an alternative acceptable accounting princi
ple on the basis that it is preferable. . . .
17. The nature of and justification for a change in account
ing principle and its effect on income should be disclosed in the
financial statements of the period in which the change is made.
The justification for the change should explain clearly why the
newly adopted accounting principle is preferable.

Paragraph 5 of FASB Interpretation No. 1 states:
5. A change in composition of the elements of cost included
in inventory is an accounting change. A company which makes
such a change for financial reporting shall conform to the
requirements of APB Opinion No. 20, including justifying the
change on the basis of preferability as specified by paragraph
AICPA Technical Practice Aids
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16 of APB Opinion No. 20. In applying APB Opinion No. 20,
preferability among accounting principles shall be determined
on the basis of whether the new principle constitutes an im
provement in financial reporting and not on the basis of the
income tax effect alone.
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Section 2210
Fixed Assets
.01

Settlement of Mortgage Installment on Real Estate Between
Buyer and Seller

Inquiry—A client recently acquired an office building. At the
closing of the purchase, the seller turned over to the buyer the
accrued interest on the mortgages as well as the pro rata portion
of principal payments on the mortgages to the date of settlement.
Should the principal payments received be considered a reduc
tion of the purchase price or income?

Reply—The accrued interest and principal payments on the
mortgage paid by the seller to the buyer are adjustments of the
cost of the property to the buyer and in no way constitute income.
For example, assume the following facts: Buyer acquires real
property for $100,000, representing the sum of $10,000 cash and
the assumption of a $90,000 mortgage. At the same time, seller
pays buyer $2,500—$2,000 on the mortgage principal and $500
interest due at the time. (Rather than buyer giving seller $10,000
and seller repaying buyer $2,500, a net $7,500 cash would proba
bly change hands, but the two have not been “netted” out so that
the hypothetical case is easier to follow.) The following journal
entries are suggested as being the proper accounting for the
transactions:
Dr. Office Building............................................... $100,000
Cr. Mortgage Payable..................................

Cash ............................................................
Dr. Cash ............................................................... $
Cr. Interest Expense......................................
Office Building...............................................

$90,000
10,000

2,500

$

500
2,000

(to record acquisition)

When buyer pays mortgagee the $2,500, then the following
entry would be made.
Dr. Interest Expense............................................ $

Mortgage Payable ........................................
Cr. Cash..........................................................
(payment of installment on mortgage)

500
2,000

$ 2,500

After these three entries have been made, the property and
mortgage payable accounts would be $98,000 and $88,000 respec
tively—representing the actual cost of the property to the buyer
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as well as the actual amount of the mortgage that it assumed.
Note that the interest expense account has a zero balance because
it essentially was a “wash” account—as was the cash account
regarding the $2,500. Buyer has, in a sense, acted as trustee to
pay over this $2,500, inasmuch as it was merely a stakeholder as
to the principal and interest due as of the date of purchase.
.02

Commission Received by Purchaser of Property

Inquiry—A corporation entered into a contract to purchase
real property. As part of the transaction, the corporation re
ceived a commission from the real estate broker (who was paid
by the seller).
Would this commission be considered as income to the corpora
tion or as a reduction of the cost of the property acquired?
Would it make any difference in the answer to this question if
a wholly owned subsidiary of the corporation which acquired the
property were to receive this commission?
Reply—The “commission” received from the broker most
certainly should be treated as a reduction of the cost of the realty
rather than as income. To account for this payment otherwise
would violate the generally accepted accounting principle that
income should not be recognized on a purchase. The receipt of the
commission was part of a single transaction, viz.: the acquisition
of certain real property, and is really an adjustment of the cost
of that property. Future years’ income statements will benefit
through reduced depreciation charges taken on a lower cost than
would have been reflected had income been recorded initially.
From the viewpoint of the consolidated entity, the result will
be the same whether the property is purchased by the parent who
also receives the commission or if the commission is paid to the
subsidiary. The reason for this is that payment to the subsidiary
will result in a donated capital account being credited (no credit
to any income account should be made because the subsidiary has
earned nothing through this shifting of accounts). The donated
capital account will then be eliminated upon consolidation,
against the realty account appearing on the parent’s books. One
of the reasons that consolidated statements are presumed to give
the fairest presentation is because of situations such as that
being discussed here. This coupled with the fact that the subsi
diary is 100% owned would require consolidated statements in
this instance. If, for one reason or another, individual statements
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of the parent or of the subsidiary are prepared, then full dis
closure of the particulars of this transaction is mandatory and
should be made on the financial statements of each company.
.03

Costs of Razing Building on Property Currently Owned

Inquiry—A corporation acquired a site for the construction of
a building ten years ago. The expected life of this building was
estimated to be forty years at that time. Currently the building
is being demolished because of obsolescence, and a completely
new structure is being built. Should the undepreciated cost of the
old building be carried forward as part of the cost of the new
building, or should it be charged off to income?
Reply—It is a generally accepted accounting principle that
useful costs be carried forward to be matched against future
revenues because such costs are expected to contribute to the
profit-making efforts of the company. When costs cannot rea
sonably be expected to help generate future revenues, they
should be charged off as having expired, or as having been lost.
The undepreciated cost of the old building in this situation is
quite clearly lost because it cannot possibly generate subsequent
earnings. If any part of the old structure is maintained, then an
allocation of the undepreciated cost should be made and part of
that cost should be assigned to this segment, because this section
will be useful to the company in the future.
Had the corporation purchased land with the building with the
intent of razing that building when the acquisition was made,
then the costs of demolition would properly be reflected as part
of the cost of the land, because the land was really the consider
ation bargained for, and its cost was, substantively, the purchase
price plus the cost of razing the unwanted structure. Such is not
the case here, however, and the undepreciated cost of the old
building (assuming total destruction) should be charged to
current income.
.04

Cost of Cancellation of Option Granted on Land and Buildings

Inquiry—Several years ago, a company entered an agreement
with a customer whereby the customer would take the entire
output of one of the company’s plants. As part of the considera
tion, the company gave the customer an option to purchase the
plant at a future date at a price which is adjusted annually for
capital additions and depreciation.
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As the option date approaches, the company would now like
to negotiate with the customer for the cancellation of the option.
This would undoubtedly call for the company to make some
payment to the customer.
If this transaction occurs, how should the matter be shown in
the financial statements? Should the cancellation cost be divided
between the land and the plant?
Reply—It would be proper to allocate the cost of the option
between land and building and equipment with the latter portion
amortized over the remaining useful lives of the assets. Both of
these might be included in the balance sheet as “Other Assets”
or directly in “Land” or “Buildings” if proper disclosure is
made either in the captions or in a note to the financial statements
that the cost includes amounts paid for the cancellation of the
option. It would not be proper to include in the land account
the applicable portion without such disclosure.
.05

Date to Record Acquisition of Real Property by Government
Agency

Inquiry—A state government deposits funds in escrow for the
acquisition of real property. When should the value of the real
property be recorded?
Reply—The transaction in question may involve various
practical situations that require one accounting treatment rather
than another. For example, the purchaser may make full deposit
in escrow, and the contract is wholly executed on the purchaser’s
side and partially or wholly executory on the vendor’s side. Or
a portion of the purchase price may be deposited in escrow with
further deposits in escrow to be made; the contract, therefore,
being only partially executed on purchaser’s side and wholly
or partially executory on vendor’s side. Or, a combination of the
foregoing situations may exist. The purchaser may also gain
possession and use of the property prior to final clearance by
the escrow agent or the vendor may retain possession and use
prior to final clearance.
There are two basic alternatives for handling the transactions
in question.
1. Account for and reflect in the financial statements only the
deposits in escrow actually made in connection with the acquisi
tion of real property. Footnote pertinent details of the account
ing entity’s contractual commitment respecting the real property.
§ 2210.05
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Set up the cost of the property only when the deed is passed upon
release from escrow.
2. Set up the full cost of property at inception of contract
together with a liability for any remaining balance of the pur
chase price beyond the initial deposit. For financial presentation
purposes, the liability may be shown on the liability side or as an
offset deducted from the asset, thereby indicating the equity of
the accounting entity in the property. As a matter of policy to be
consistently applied, the accounting entity may decide to set up
the cost of the property not at the time of entering into a binding
contract of purchase, but only upon obtaining possession and use
of the property, or upon depositing the full consideration for the
property in escrow, or only upon the concurrence or occurrence
of both these events.
The treatment described under “1” seems preferable on the
ground that passage of title is the primary and conclusive opera
tive fact attesting that all conditions precedent set forth in the
escrow agreement have been satisfied and that the purchaser has
untrammeled rights to the property.
.06

Valuation of Cattle Herd

Inquiry—A client, in the business of raising and selling cattle,
has not been in business long enough to develop enough cost
information to reliably value the cattle raised by them. Each cow
costs $2,000 or more and has an estimated salvage value of about
$300 at the end of its productive breeding life. The client has
adopted a life of seven years for its breeding herd based on the
various ages of the cows.
The client proposes to price the cattle raised as follows:
Purchased calves
When a cow is purchased with a ‘‘ calf at side, ’ ’ twenty percent
of the purchase price is allocated to the calf. An additional $50
is allocated to the calf every six months for the first eighteen
months. At eighteen months of age, the cows are considered
mature enough for breeding and are then either sold or placed in
the breeding herd and depreciated.
Raised calves
Since the mother is maintained principally for breeding and
is expected to produce one calf each year, the calf birthed and
raised is allocated one year’s depreciation of the mother, plus
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$50 at birth. An additional $50 is allocated every six months for
the first eighteen months.
The problem of valuing the cattle is compounded by the fact
that cattle purchased for breeding and those purchased for sale
are not separated, and any cow may be sold at any time. What
improvements could be made in the pricing scheme, and how
should the breeding herd and the herd held for sale be shown on
the balance sheet?
Reply—Rather than setting an average breeding life of seven
years for the breeding herd, it would appear more reasonable to
set an estimated age at which a cow should be fully depreciated
and to depreciate the cost of each cow over the remaining
estimated years of life. Also, instead of allocating twenty percent
of the purchase price of the cow to the calf “at side,” it would be
better to determine the percent applicable to the calf on the basis
of the number of expected additional calves for that cow.
In valuing the calves, if the $50 figure is a reasonable estimate
of six months of costs, the method seems reasonable. However,
instead of allocating one year’s depreciation of the mother plus
$50 at birth, it might be better to allocate only the depreciation
plus the direct expenses of birth such as veterinarian’s fees, etc.
Since it is difficult to determine which of the cattle are
“inventory” and which are “fixed assets,” it might not be
appropriate in this case to classify the assets and liabilities as
current or long-term in the balance sheet.
.07

Costs of Ski Slopes and Lifts

Inquiry—A company has developed a piece of land into a
skiing resort. The company has cut the trees, cleared and graded
the land and hills, and constructed ski lifts and platter pulls.
Should the tree cutting, land clearing, and grading costs of
constructing the ski slopes be capitalized to land ? If so, are these
costs amortizable?
Should the clearing and grading costs connected with the
construction of the ski lifts and platter pulls be capitalized to
this equipment and depreciated?
Reply—All expenditures incurred which are made for the
purpose of making the land suitable for its intended use or
purpose (whether that use be for the construction of a ski lodge,
lifts, slopes, platter pulls, or other facilities) are properly
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capitalizable as land costs, and land, with rare exception, is not
subject to depreciation. During the course of clearing the land
to make it useful for the purpose acquired, salable timber may be
recovered, and since the clearing costs are capital items, amounts
realized from the sale of the timber may properly be credited to
the land account. Recurring maintenance of right-of-way (i.e., the
slope and ski-lift areas) would, of course, be properly treated as
a period cost.
.08

Restaurant Dishes and Silverware

Inquiry—Should a base stock inventory of silverware and
dishes be shown on the balance sheet of a restaurant as a fixed
asset? In the base stock method, the base stock is recorded at an
unchanging amount and additions to the stock are charged to
expenses for the period. Inasmuch as fixed assets are specific
items which are subject to depreciation (except land), and the
base stock is an approximate figure for many items and is not
depreciated, it would seem that the base stock should not be
classified as a fixed asset.
Reply—Various publications recommending treatment for
large stocks of short-lived, replaceable assets such as silverware
and dishes indicate that the assets should be valued on the basis
of physical inventories at year-end, with used equipment being
valued at 50% of current cost, and unused equipment valued at
full cost. This, in effect, assigns an average useful life of two
years for the equipment. It is recommended that such assets be
included in fixed assets.
The classification in the balance sheet should not depend upon
the method of valuing the assets. Therefore, regardless of the
method of valuation, the assets should be included in fixed assets.
If the valuation differs materially from the depreciated cost of
individual goods on hand at year-end, the presentation is not in
accordance with generally accepted accounting principles.
.09

Appraisal Value for Mailing Lists

Inquiry—A client distributes various advertising materials
by mail, and has developed mailing lists over a number of years.
The costs of preparing and maintaining the lists have been
expensed through last year. Although the company will continue
to expense the costs of maintaining and updating such lists, it has
capitalized an amount equal to what it considers a current
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estimated replacement cost of the mailing lists and credited
“Appraisal Surplus.” There is no way of reconstructing the
actual costs incurred in prior years to prepare the mailing list.
The amount capitalized represents 25% of the client’s total
assets, and the client does not intend to amortize the capitalized
amount because in its opinion, these lists have an unlimited use
ful life.
Is this the proper accounting treatment for these mailing lists?
Reply—The recording of the mailing lists at their estimated
replacement cost would not be in accordance with generally
accepted accounting principles. If the client is adamant about
recording the mailing list as described, “Appraisal Surplus”
would be the appropriate account to credit under the circum
stances, but the auditor should issue a qualified or adverse opin
ion in accordance with Statement on Auditing Standards No. 2.
.11

Assets Transferred to Homeowners Association

Inquiry—What is the proper financial statement presentation
and valuation of common area properties turned over to a home
owners association by a real estate developer?
Reply—These assets should be recorded as fixed assets at their
fair market value at the date of transfer to the homeowners
association in accordance with Accounting Principles Board
Opinion No. 29, paragraph 18, which indicates that a non
monetary asset received in a nonreciprocal transfer should be
recorded at the fair value of the asset received.
.12

Classification of Real Estate Held In Anticipation of Sale and
Leaseback Transaction

Inquiry—A company conducts a retail business at several
locations. When a suitable store is found, the company will pur
chase the building and within a few months will arrange a sale
and leaseback agreement for the property.
During the period between the date of the purchase of a store
and the date of the sale and leaseback transaction, the company
would record the investment in the store as a current asset.
Recently the company made such a temporary investment but
has been unable to negotiate a suitable sale and leaseback agree
ment. The investment was carried as a current asset in last
year’s financial statements. Should the store be reported as a
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noncurrent asset in the current financial statements since at this
time there is no way of determining when a prospective sale and
leaseback arrangement will be consummated!
Reply—The reclassification of the investment in real estate
to a noncurrent asset is appropriate under the circumstances.
There should be adequate footnote disclosure of the circum
stances which led to the reclassification. In connection with
reporting this item in the statement of changes in financial
position, the “funds applied” part of the statement should
reflect the reclassification of the real estate.
Since the reclassification results from changed circumstances,
and, assuming adequate disclosure, no reference to it is required
in the auditor’s report.
.13

Effect of Future Transfer on Accounting for Land

Inquiry—A nonprofit health care corporation has agreed to a
future transfer of title in its operating property (land and a
hospital) to the city in which the property is located. The trans
fer will occur in 30 years. Under such circumstances, is it appro
priate to amortize the cost of land over a period of 30 years!

Reply—Paragraph 22 of APB Opinion No. 17 states in part:
Accounting for the cost of a long-lived asset after acquisition
normally depends on its estimated life. The cost of assets with
perpetual existence, such as land, is carried forward as an asset
without amortization, and the cost of assets with finite lives is
amortized by systematic charges to income.

Accordingly, the cost of land should not be amortized.
The agreement between the corporation and the city should
be disclosed in notes to the corporation’s financial statements.
.14

Facility Constructed by a Municipality for Exclusive Use of a
Company

Inquiry—A municipality levied a special tax assessment
against the real estate of Corporation A equal to the estimated
construction cost of a pollution control facility that the munic
ipality agreed to construct for the exclusive use of Corporation
A. Corporation A will pay the special assessment in equal
annual installments plus interest over a fifteen year period.
The municipality sold Special Assessment Bonds to finance con
struction of the facility and will pay principal and interest from
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the special assessment levied against the real estate of Corpora
tion A. Corporation A will pay the cost of operating and main
taining the facility. How should the corporation report the
transaction?

Reply—Using Special Assessment Bonds to finance the con
struction of a pollution control facility is similar to using In
dustrial Revenue Bonds. The terms of the agreement to
construct the facility indicate that the corporation should
capitalize the cost of the facility in its financial statements at
the present value of the series of payments required by the
special assessment.
.15

Capitalization of Cost of Dredging Log Pond

Inquiry—Corporation A operates a log pond and dredged the
pond during the year at a cost of $350,000. Thus, the useful life
of the log pond was extended several years. Should the dredg
ing cost be expensed or capitalized ?

Reply—Paragraph 159 of Accounting Principles Board State
ment No. 4 states, “If an asset provides benefits for several
periods its cost is allocated to the periods in a systematic and
rational manner in the absence of a more direct basis for asso
ciating cause and effect.”
Since the dredging cost will benefit future periods, Corpora
tion A should capitalize the cost and amortize it in a systematic
and rational manner over the estimated period of benefit.
.16

Funds for Replacement of Equipment

Inquiry—A nonprofit hospital estimates that it will require
$x to replace existing equipment within the next five years.
May additions to a fund for equipment replacement be charged
to income annually?
Reply—No. Page 5 of the AICPA Industry Guide, Hospital
Audit Guide, states:
Accumulation of funds for replacement or expansion of
hospital facilities may result from a decision of the governing
board to set aside resources for such purposes. When this is
the case, these accumulations are considered to be designations
of unrestricted fund balance and should be accounted for as
appropriations of that balance. Provision for such designations
of unrestricted fund balance should not be reflected as an
expense in the statement of revenues and expenses.
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The hospital may disclose in notes to the financial state
ments that $x will be required for future replacement of equip
ment.

The next page is 1261.
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Section 2220

Long-Term Investments
.01

Equity Method When Current Direct Ownership Less Than
Twenty Percent

Inquiry—Company A purchased a 19% stock ownership in
terest in B. The company also made a loan to B which is con
vertible into stock of B and is secured by shares of C (B’s
subsidiary). For as long as the loan is outstanding, Company A
will have several seats on B’s board. The company also has
options to purchase shares of C.
Is the company required to report its investment in B under
the equity method?
Reply—Paragraph 17 of Accounting Principles Board Opin
ion No. 18 states that the ability to exercise the type of influence
contemplated in the Opinion may be indicated in several ways
such as representation on the board of directors and invest
ment (direct or indirect) of 20% or more in the voting stock of
an investee.
The company would own only 19% of the outstanding voting
stock. Although it is not indicated whether the conversion feature
of the loan may result in ownership of 20% or more, or whether
the board seats would allow A to significantly influence the voting
at meetings of B’s board of directors, the overall impact of the
proposed transaction could demonstrate that the company has the
ability to exercise significant influence over the investee. There
fore, the equity method should be followed in accounting for the
investment.
.03

Equity Method for Investee Following Completed Contract
Method

Inquiry—A client, a contractor who follows the percentage of
completion method for income recognition, has entered into a
joint venture. The joint venture follows the completed contract
method in its financial statements. The client accounts for his
investment in the joint venture on the equity basis. May the client
recognize his share of the venture’s income (determined on the
percentage of completion method) even though the venture will
not recognize income until the contract is completed?
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Reply—Paragraph 3(f) of Accounting Principles Board Opin
ion No. 18, The Equity Method of Accounting for Investments in
Common Stock, states:
“Earnings or losses of an investee’’ and “financial position of an
investee” refer to net income (or net loss) and financial position of
an investee determined in accordance with accounting principles
generally accepted in the United States.

Both the completed contract method and the percentage of
completion method are generally accepted, and the investor
should not change the investee’s method of accounting from
completed contract to percentage of completion in applying the
equity method.
.05

Assuming Pro Rata Share of Venture’s Revenues and Expenses

Inquiry—A company in the construction industry has entered
into a joint venture with other contractors. Would it be permis
sible for the company to include in its income its pro rata share
of each of the revenue and expense accounts of the venture?
Reply—AICPA Industry Audit Guide Audits of Construction
Contractors (1965) states on page 36:
The contractor’s share of joint venture earnings should be shown
separately in the income statement of the contractor. It is not com
mon to record the proportionate share of billings and costs applicable
to joint venture operations in the financial statements of individual
members.

Paragraph 19-c of APB Opinion No. 18 states:
The investment(s) in common stock should be shown in the balance
sheet of an investor as a single amount, and the investor’s share of
earnings or losses of the investee(s) should ordinarily be shown
in the income statement as a single amount except for the extraor
dinary items as specified in (d) below.

However, Interpretation No. 2 of APB Opinion No. 18, relating
to accounting for investments in unincorporated joint ventures
states in part:
. . . because the investor-venturer owns an undivided interest in each
asset and is proportionately liable for its share of each liability, the
provisions of paragraph 19-c may not apply in some industries. For
example, where it is the established industry practice (such as in
some oil and gas venture accounting), the investor-venturer may ac
count in its financial statements for its pro rata share of the assets,
liabilities, revenues, and expenses of the venture.
§ 2220.05
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Terminology such as “it is not common” and “should ordi
narily” contained in the above references indicate that picking
up the share of the joint venture on a line by line item, while it
may be unusual, would not necessarily be prohibited.
.06

Recognizing Unrealized Appreciation of Hedge Fund

Inquiry—A client owns a 40% interest in a partnership com
monly known as a “hedge fund.” The client accounts for this
investment on the equity basis. The hedge fund is permitted to
record the unrealized appreciation of its investments according
to generally accepted accounting principles, but is it permissible
for the client to include, on its income statement and balance
sheet, its pro rata share of the increases in hedge fund assets
due to unrealized appreciation!

Reply—While the “hedge fund” is permitted to record un
realized appreciation, the investor should pick up its share of
the income for the year on a realized basis. Of course any
unrealized losses which reflect permanent decreases in values
should be recognized. Therefore, in picking up its 40% interest
in the hedge fund, the client should adjust the net income re
ported by the hedge fund for the increases and decreases in
unrealized appreciation.
.07

Equity Method for Small Business Investment Companies

Inquiry—Accounting Principles Board Opinion No. 18, con
cerning the equity method of accounting for investments, ex
empts Small Business Investment Companies from its provisions
in certain circumstances. Does this exemption apply to Small
Business Investment Companies which have sold their stock
publicly!
Reply—Paragraph 2 of Accounting Principles Board Opinion
No. 18 states in part:
This Opinion does not apply to investments in common stock held by
. . . investment companies registered under the Investment Company
Act of 1940 or investment companies which would be included under
the Act (including small business investment companies) except that
the number of stockholders is limited and the securities are not
offered publicly. . .

This exclusion was intended to include all investment com
panies whose exemption from registration under the Investment
Company Act was based either upon limited number of stock
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holders or upon the issuance of securities that were not required
to be registered with the SEC because of limited size of the
offering or limitations upon the purchasers. Therefore, the
investments of a small business investment company may be
carried at cost to the investor that is not in excess of the present
fair value of the investment.
.08

Acquisition of Subsidiaries by Exchange of Assets With No
Book Value

Inquiry—A client, a computer services company, acquired fifty
percent of the capital stock of a corporation in exchange for
rights to computer programs. The cost of these programs had
been expensed by the client. Another party acquired the remain
ing fifty percent of the stock for $150,000. The client recorded
this transaction as a debit to investments in subsidiaries and a
credit to earnings of $150,000.

A similar transaction, an exchange of rights to computer
programs for capital stock with a stated value of $200,000, oc
curred later. Investments in subsidiaries was debited and earn
ings was credited for $200,000.

The subsidiaries are accounted for under the equity method.
Can the earnings recorded on the exchange of expensed
computer programs for common stock be reflected in parent
company financial statements, or do generally accepted account
ing principles require elimination!
Reply—Accounting Principles Board Opinion No. 18, para
graph 19 states in part, “The difference between consolidation
and the equity method lies in the details reported in the finan
cial statements. Thus, an investor’s net income for the period
and its stockholders ’ equity at the end of the period are the same
whether an investment in a subsidiary is accounted for under the
equity method or the subsidiary is consolidated. ...” Intercom
pany profit eliminations under the equity method is discussed
in Interpretation No. 1 to Opinion 18 and states in part, “All
intercompany transactions are eliminated in consolidation, but
under the equity method intercompany profits or losses are nor
mally eliminated only on assets still remaining on the books of
an investor or an investee. ’ ’

Both paragraph 19 of Opinion No. 18 and Interpretation No.
1 indicate that the intercompany gain ($150,000 and $200,000)
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recorded by the investor company would be eliminated under
the equity method.

In the second case, measuring the value of the computer
programs by the $200,000 stated value of the stock may not be
appropriate, and the auditor should try to satisfy himself con
cerning the estimated values assigned to the tangible and in
tangible assets contributed by the other stockholders. (See para
graph 19n of Opinion 18 and paragraph 88 of Opinion 16.)
.09

Market Value of Unregistered Stock

Inquiry—A company needs a monthly valuation of its securi
ties at market. Among the securities to be valued are some
lettered securities that contain a three-year restriction against
sale. These lettered securities consist of 7^% convertible deben
tures maturing in five years and common stock which had to be
purchased as a unit. Common stock which is unrestricted is being
freely traded and is presently selling at three times the cost of
the restricted common.

What is the generally accepted accounting method of valuing
the lettered securities?
Reply—The valuation of unregistered stock is discussed in
Accounting Series Release No. 113 of the Securities and Ex
change Commission issued October 21, 1969.
In general the valuation of such stock is difficult. The relation
ship between the current value of unregistered stock and of
similar stock which is available for sale on the exchanges or over
the counter will vary for many reasons, including particularly
the period for which it may be expected to remain unregistered,
and the volatility and thinness of market of stock being traded.
Methods of valuation are not, strictly speaking, accounting
functions. The valuation of securities is primarily a function
of appraisers and stockbrokers. A broker knowledgeable as to
the company involved will frequently be in a position to suggest
a discount percentage appropriate to the restrictions imposed
upon sale of a particular security. Such percentage will vary with
the type of restriction and with the nature of the market for
the unrestricted security of that issuer.
In determining how much credibility to assign to evidence of
valuation of an asset, it is necessary to evaluate the competence
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and experience of the individual appraiser, his knowledge of the
field, and the individual asset involved.
.10

Elimination off Intercompany Profits

Inquiry—A parent company reflects its wholly owned sub
sidiaries on the equity basis in its financial statements. There
are many intercompany transactions. Should just the unrealized
profits or losses be eliminated from the financial statements or
should the entire transaction, sales, cost of sales and related
profits be eliminated?
Reply—Accounting Interpretation No. 1 of Accounting Prin
ciples Board Opinion No. 18, states in part:
Paragraph 19 of APB Opinion No. 18 normally requires an investor’s
net income and stockholder’s equity to be the same from application
of the equity method as would result from consolidation. Because the
equity method is a “one-line” consolidation, however, the details
reported in the investor’s financial statements under the equity
method will not be the same as would be reported in consolidated
financial statements (see paragraph 19-c). All intercompany trans
actions are eliminated in consolidation, but under the equity method
intercompany profits or losses are normally eliminated only on assets
still remaining on the books of an investor or an investee.

Therefore, in transactions between a parent company and its
wholly owned subsidiaries, only unrealized profits or losses
should be eliminated when the investments are reported on the
equity basis in parent company financial statements.
.11

Equity Method for Investments in Limited Partnerships and
Unincorporated Joint Ventures

Inquiry—Corporation A owns investments ranging from
20% to more than 50% in several limited partnerships and un
incorporated joint ventures. Is Corporation A required to use
the equity method to account for its investments? If Corpora
tion A uses the equity method for its investments, should the
auditors of Corporation A examine the financial statements of
each separate investee ?
Reply—AICPA Accounting Interpretation No. 2, “Invest
ments in Partnerships and Ventures,” of APB Opinion No. 18
states:
APB Opinion No. 18 applies only to investments in common
stock of corporations and does not cover investments in part
nerships and unincorporated joint ventures (also called undi
§ 2220.10
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vided interests in ventures). Many of the provisions of the
Opinion would be appropriate in accounting for investments in
these unincorporated entities, however, as discussed below.

Partnership profits and losses accrued by investor-partners are
generally reflected in their financial statements as described in
paragraphs 19-c and 19-d. Likewise, most of the other provi
sions of paragraph 19 would be appropriate in accounting for a
partnership interest, such as the elimination of intercompany
profits and losses (see paragraph 19-a).
***
Generally, the above discussion of partnerships would also apply
to unincorporated joint ventures, particularly the elimination
of intercompany profits and the accounting for income taxes.
However, because the investor-venturer owns an undivided
interest in each asset and is proportionately liable for its share
of each liability, the provisions of paragraph 19-c may not apply
in some industries. For example, where it is the established
industry practice (such as in some oil and gas venture account
ing), the investor-venturer may account in its financial state
ments for its pro rata share of the assets, liabilities, revenues,
and expenses of the venture.

The Interpretation seems to imply that the same factors (a
controlling financial interest, the ability to exercise significant
influence over operating and financial policies, or the lack of
control or ability to exercise significant influence) that deter
mine the method used by an investor to account for its invest
ments in corporate common stock would also determine the
method used by an investor to account for its investments in
unincorporated entities. The one exception stated in the Inter
pretation, that an investor may account for its pro rata share
of the assets, liabilities, revenues, and expenses of an unin
corporated joint venture, is based on industry practices. Ac
cordingly, Corporation A’s method of accounting for its
investments would depend on the circumstances.
Section 332.05 of Statement on Auditing Standards No. 1
relates to investments accounted for by either the cost method
or the equity method and states:
Evidential matter pertaining to the carrying amount of
long-term investments, income and losses attributable to such
investments, and capital and other transactions of the investee
may be available in the following forms:
a. Audited Financial Statements
Financial statements of the investee generally constitute
sufficient evidential matter as to the equity in underlying
AICPA Technical Practice Aids
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net assets and results of operations of the investee when
such statements have been examined by the investor’s
auditor or by another independent auditor whose report is
satisfactory, for this purpose, to the investor’s auditor . . .

>—>• The next page is 1391. 4—*
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Section 2240
Cash Surrender Value
of Life Insurance
.01

Balance Sheet Classification of Life Insurance Policy Loan

Inquiry—A company has secured a short-term loan from an
insurance company against the cash surrender value of its life
insurance policies.
In paragraph 6(d), Chapter 3A of ARB No. 43, cash surrender
value of life insurance policies is excluded from the classification
of a current asset. This reference does not appear to recommend
a different classification if the cash value may have been fully
borrowed from the insurance company.
Is it proper to classify a readily liquid asset as noncurrent
and simultaneously show the related borrowings as a current
liability?
Reply—Paragraph 6 of Chapter 3A of Accounting Research
Bulletin No. 43 states in part:
This concept of the nature of current assets contemplates the exclu
sion from that classification of such resources as ... (d) cash
surrender value of life insurance policy.

Note 3 to paragraph 7 of this Chapter states:
Loans accompanied by pledge of life insurance policies would be
classified as current liabilities when, by their terms or by intent, they
are to be repaid within twelve months. The pledging of life insurance
policies does not affect the classification of the asset any more than
does the pledging of receivables, inventories, real estate, or other
assets as collateral for a short-term loan. However, when a loan on a
life insurance policy is obtained from the insurance company with the
intent that it will not be paid but will be liquidated by deduction from
the proceeds of the policy upon maturity or cancellation, the obliga
tion should be excluded from current liabilities.

Paragraph 7-1 of Accounting Principles Board Opinion No. 10
states:
It is a general principle of accounting that the offsetting of assets and
liabilities in the balance sheet is improper except where a right of
setoff exists.

Therefore, if a company takes out policy loans from the insur
ance company on life insurance policies which it owns and if
there is no intention to repay the loan during the ensuing operatAICPA Technical Practice Aids
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ing cycle of the business, such loan may be excluded from current
liabilities. Furthermore, as the owner of a policy normally has
the right to offset the loan against the proceeds received on
maturity or cancellation of the policy, it is appropriate to apply
the amount of the loan in reduction of the cash surrender value,
with disclosure of the amount so offset.
.02

Disclosure of Life Insurance on Principal Stockholders

Inquiry—A client corporation maintains life insurance policies
on its principal stockholders which will provide for the repur
chase of the stock in the event of a stockholder’s death. The cash
surrender value of these policies appears on the balance sheet.
Is further disclosure necessary?
Reply—The rule of informative disclosure requires that the
essential facts respecting firm commitments for purchase of a
corporation’s own stock pursuant to a buy-sell agreement, be set
forth in a footnote to the financial statements.
Below is an example of a footnote describing such a situation
which might appear on the balance sheet in reference to the cash
surrender value account:
The company is the owner and beneficiary of key-man life insur
ance policies carried on the lives of X, Y, and Z bearing face value
amounts of $500,000, $500,000 and $450,000 respectively. No loans
are outstanding against the policies, but there is no restriction in the
policy regarding loans.

The life insurance contracts are accompanied by mandatory stock
purchase agreements to the amount of the proceeds of the life
insurance. In the event of the insured’s death, the “fair market value”
of the stock will, by previous action, be established by the X Ap
praisal Company. The insured’s estate will be obligated to sell, and
the company will be obligated to purchase the insured’s stock up to
the appraisal value of the stock or the proceeds of insurance, which
ever is the lesser. The purpose is to protect the company against an
abrupt change in ownership or management.
.03

Omission of Cash Surrender Value of Life Insurance from
Assets

Inquiry—Clearly, cash surrender values of life insurance may
be included among the assets in the balance sheet of an enter
prise. Is this mandatory, or may management elect to omit this
item from the assets on the theory that its inclusion will be mis
leading since the insurance is carried for the purpose of covering
§ 2240.02
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the loss it is anticipated will be sustained as a result of the death
of a key official?
Reply—If the enterprise retains all valuable contract rights
incident to ownership of the life insurance policy, then it is
mandatory from the standpoint of full accountability to reflect
the asset status of the cash surrender value of the policy. Not to
reflect the cash surrender value would be tantamount to creating
a hidden reserve which would be contrary to generally accepted
accounting principles.
.04

Corporation’s Policy on Life of Debtor Corporation’s Officer

Inquiry—A client took out a straight life insurance policy on
the life of an officer of another corporation which is indebted to
the client. The client corporation hopes to receive the proceeds of
the insurance policy tax free and has not deducted the yearly pre
mium payments as expenses. The officer is over 65 years old, and,
therefore, there is a great possibility he will die prior to the full
payment of the outstanding balance of the corporation’s debt.
The prior CPA reported the accumulated premium payments on
the Balance Sheet as “Investment in Life Insurance.”
Is it proper to show total premiums paid as an investment
under these circumstances?
Reply—Where a corporation takes out a life insurance policy
on the life of a debtor corporation’s officer (assuming that there
is an insurable interest), the manner of accounting for the pre
miums should not differ from the manner of accounting for
premiums paid on the life of the corporation’s own officer. The
premiums should be broken down between the expense and the
cash surrender value elements. Accordingly, the accumulated
premiums account should be analyzed to determine the cash sur
render value as at the balance sheet date, the expense portion for
the period under audit, and the remaining portion which should
be treated as a correction of prior period earnings. See Account
ing Principles Board Opinion No. 20, Accounting Changes, for a
discussion of correction of an error.
.05

Purchase of Key-Man Life Insurance Policy from the Insured

Inquiry—A corporate officer was the owner of and paid $70,000
in premiums on a $1,000,000 life insurance contract on his life
with his wife as beneficiary. The corporation purchased the in
AICPA Technical Practice Aids
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surance contract for business purposes at a price of $70,000
changing the ownership and beneficiary to the corporation.
The corporation carries the insurance contract as an invest
ment, at cost, which exceeded the cash surrender value at date of
purchase by $40,000. The corporation amortized this $40,000
amount over the 15 year actuarial life expectancy of the insured
as an annual charge against earnings. Is this treatment in con
formity with generally accepted accounting principles?
Reply—Accounting Research Bulletin No. 43, Chapter 3, Sec
tion A indicates that cash surrender value of life insurance pol
icies should be presented as a noncurrent asset. Accounting In
terpretation No. 1 to Accounting Principles Board Opinion No.
12 states that the generally accepted method of accounting for
non-term insurance on the life of a corporate officer is to charge
the increase in the cash surrender value of the policy to an asset
account and to charge the remaining balance of the annual pre
mium to expense. This treatment would apply to any current
premiums the corporation pays on the policy. However, the
amount paid to the officer in excess of the cash surrender value of
the policy at the date of purchase should be amortized over the
life expectancy of the officer.

>—> The next page is 1451.
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Intangible Assets
.01

Presentation of Intangible Contracts with Licensees

Inquiry—A company performs services for its customers
through licensee-licensor relationships with local franchises.
Through the agreement with licensees, the client agrees to repur
chase any licensee’s clients at an established value.
How should the costs of contracts acquired by repurchase be
shown in the accounting records and financial statements?
Reply—Paragraph 24 of Accounting Principles Board Opin
ion No. 17 states:
The Board concludes that a company should record as assets the
costs of intangible assets acquired from other enterprises or indi
viduals. Costs of developing, maintaining, or restoring intangible
assets which are not specifically identifiable, have indeterminate lives,
or are inherent in a continuing business and related to an enterprise
as a whole—such as goodwill—should be deducted from income when
incurred.

Therefore, the only amount which could be entered in the
financial statements would be the cost of client contracts acquired
by repurchase. Such costs of contracts acquired subsequent to
October 31, 1970 should be amortized over a period of not more
than forty years in accordance with paragraphs 28 and 29 of
APB Opinion No. 17. Amortization of such costs which were on
the books as of October 31, 1970 is encouraged, but not man
datory.
.02

Change in Amortization Period for Contingent Consideration
Carried as Goodwill

Inquiry—A company in a purchase transaction acquired a
service business at a purchase price in excess of identifiable tan
gible and intangible assets. The excess purchase price, paid for
customers’ lists, going concern value, goodwill, etc., is reflected
on the balance sheet. The original purchase agreement provided
for additional payments which were dependent upon the opera
tions of the acquired company in subsequent years. An additional
$100,000 became due three years from the date of the original
purchase.
Because of the nature of the service business, the purchaser
AICPA Technical Practice Aids
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tentatively decided on the date of acquisition to adopt a ten year
life for amortization purposes. The ten-year write-off period
originally chosen does not represent the actual life of the excess
but only a judgmental estimate. The additional $100,000 is pay
able only because the acquired company has demonstrated con
tinued earning power. Because of this evidence as to the contin
ued value of the excess purchase price, the company determined
to write off the excess (comprising the unamortized balance of
the original amount plus the $100,000) over a term of fifteen
years from the date of payment of the additional $100,000.

Is the amortization of goodwill and other intangible assets, in
accordance with generally accepted accounting principles?
Reply—Paragraph 80 of Accounting Principles Board Opinion
No. 16 states as follows:
Additional consideration may be contingent on maintaining or
achieving specified earnings levels in future periods. When the con
tingency is resolved and additional consideration is distributable, the
acquiring corporation should record the current fair value of the
consideration issued or issuable as additional cost of the acquired
company. The additional costs of affected assets, usually goodwill,
should be amortized over the remaining life of the asset.

Paragraph 31 of APB Opinion No. 17 states in part:
A company should evaluate the periods of amortization continually
to determine whether later events and circumstances warrant revised
estimates of useful lives. If estimates are changed, the unamortized
costs should be allocated to the increased or reduced number of
remaining periods in the revised useful life but not to exceed forty
years after acquisition.

This also is in accordance with paragraph 31 of APB Opinion
No. 20.

It is appropriate to adjust the estimate of the period benefited
by the intangible assets at the date the contingent consideration
is determined. Such amortization period may not exceed forty
years from the date of the original acquisition. The revised life
should be applied to the unamortized balance of the originally
recorded intangible, as well as to the additional payment being
made, on a straight line basis in accordance with paragraph 30 of
APB Opinion No. 17. If the intangibles can be broken down be
tween general “goodwill” and other intangibles, the estimated
lives for the various intangible assets may differ.
§ 2250.02
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Amortization of Franchise Rights of Regulated Freight Carrier

Inquiry—Accounting Principles Board Opinion No. 17 states
in paragraph 27, ‘‘The value of intangible assets at any one date
eventually disappears and . . . the recorded costs of intangible
assets should be amortized by systematic charges to income over
periods estimated to be benefited.”
A client is an interstate regulated freight carrier and has
certain franchise rights granted by the Interstate Commerce
Commission. The value of these rights do not disappear but can
actually increase in value. Even in an unsuccessful operation, the
rights can be worth more than their original cost. The value of
these rights does not become zero unless the rights are revoked
by the ICC.
APB Opinion No. 17 states in paragraph 32, “Ordinarily
goodwill and similar intangible assets cannot be disposed of
apart from the enterprise as a whole. ’ ’ This also is not true of
these franchise rights which are readily marketable.
Is it, then, sound accounting policy to amortize these perpetual
franchise rights?
Reply—Intangible assets such as franchise rights come under
the provisions of paragraph 29 of APB Opinion No. 17. As indi
cated there, the lives of some intangible assets may be indeter
minate but are likely to exceed forty years. The Opinion provides
that in such cases the amortization of the intangible asset should
be made over a maximum of forty years and not an arbitrary
shorter period. The argument that the value of the franchise
rights does not decrease and may in fact increase appears to
overlook the objective of amortization. The objective of amorti
zation is not an attempt to account for “value” but rather to
“allocate” cost.
The argument that the franchise rights granted to a particular
carrier are perpetual includes the comment that the Interstate
Commerce Commission can withdraw the franchise, and regula
tory agencies do occasionally revoke “perpetual” franchises. In
summary, such rights effectively have an indeterminate life and
should be amortized over the maximum period provided for in
Opinion No. 17.
.04

Appraisal Value of Intangible Assets

Inquiry—A client who operates several Community Antenna
AICPA Technical Practice Aids
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Television systems wishes to value the CATV systems in the
statement of financial position at an appraisal value based on a
fixed amount per subscriber. Could such a value be properly
presented on the financial statements?
Reply—Paragraph 17 of Accounting Principles Board Opinion
No. 6 states in part “The Board is of the opinion that property,
plant and equipment should not be written up by an entity to
reflect appraisal, market, or current values which are above cost
to the entity.” Paragraph 25 of APB Opinion No. 17 states in
part, “Intangible assets acquired singly should be recorded at
cost at date of acquisition.” A similar statement appears in
paragraph 4 of Chapter 5, ARB No. 43, which Opinion No. 17
superseded.
Therefore, whether the assets involved are tangible or intan
gible, it would not be in accordance with generally accepted
accounting principles to state such assets at appraised values in
excess of cost.
.05

Reporting Write-off of Unamortized Goodwill

Inquiry—Corporation A has reviewed the estimated life of
goodwill, which is being amortized, and decided that the un
amortized balance of goodwill should be written off in the current
year. The write-off is caused by significant changes in manufac
turing techniques and other circumstances which indicate that
the unamortized goodwill has no future benefits. How should
the write-off be reported ?

Reply—In accordance with paragraph 23(a) of APB Opin
ion No. 30, which refers specifically to the write-down or the
write-off of intangibles, the write-off of goodwill would not be
reported as an extraordinary item. Assuming that the amount
of the write-off is material, the write-off should be reported in
accordance with paragraph 26 of Accounting Principles Board
Opinion No. 30. Paragraph 26 states:
A material event or transaction that is unusual in nature
or occurs infrequently but not both, and therefore does not
meet both criteria for classification as an extraordinary item,
should be reported as a separate component of income from
continuing operations. The nature and financial effects of each
event or transaction should be disclosed on the face of the in
come statement or, alternatively, in notes to the financial state
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ments. Gains or losses of a similar nature that are not indi
vidually material should be aggregated. Such items should
not be reported on the face of the income statement net of in
come taxes or in any manner inconsistent with the provisions
of paragraphs 8 and 11 of this Opinion or in any other manner
that may imply that they are extraordinary items. Similarly,
the earnings per share effects of those items should not be
disclosed on the face of the income statement.
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Section 3100
Current Liabilities
.01

Estimated Liability for Unemployment Claims

Inquiry—Under state law, a corporation has a choice of the
method to pay unemployment insurance contributions. The cor
poration may pay a percentage of gross wages or may reimburse
the state employment commission directly for actual unemploy
ment claims. A client chose to reimburse the state for the actual
claims which may arise. If no claims against the client are filed,
may the client record an expense and a liability for unemploy
ment claims?
Reply—The estimated unemployment insurance costs should
be accrued currently based on the client’s estimated or past his
tory of unemployment. Unemployment insurance cost should be
related to the period worked by the employees. Not recording
unemployment costs until claims are actually filed would result in
a mismatching of revenues and expenses. Such an approach
would be unacceptable under generally accepted accounting prin
ciples.
.03

Accounting for Possible Refunds of Leasing Foes

Inquiry—A company franchises distributorships for home and
office oxygen inhalator units. The licensees lease the units from
the company and pay an initial leasing fee for each unit before
receipt of the unit. As stipulated in the franchise agreement, the
licensee is entitled to a refund, upon termination of the franchise
agreement and return of the units, of a specified amount of the
initial leasing fee depending on the period of time that the units
are leased out. When units are returned they can usually be re
distributed with little or no repair. Is there a liability for the
return of a portion of the initial leasing fees ?
Reply—The returned units can usually be redistributed with
little or no repair. Therefore, accounting for these units would be
similar to accounting for returnable containers. Because the li
censee pays the initial leasing fee prior to delivery of the units,
there is no receivable to be offset by an “allowance account” for
the estimated refunds, and so the amounts for estimated refunds
should be shown as a liability.
AICPA Technical Practice Aids

$3100.03

1822

.04

Liabilities and Deferred Credits

Date for Accrual of Tax Penalties

Inquiry—A company has received certain billings from the
federal government for interest and penalties for late filing of
federal withholding taxes. Some of these notices were received
prior to the balance sheet date, while other notices were received
after the balance sheet date, but in either case they apply to pe
riods prior to the balance sheet date. Should liabilities for the
interest and penalties be shown on the balance sheet!
Reply—Statement on Auditing Standards No. 1, section 560.03
states in part:
All information that becomes available prior to the issuance of the
financial statements should be used by management in its evaluation
of the conditions on which the estimates were based. The financial
statements should be adjusted for any changes in estimates resulting
from the use of such evidence.

Therefore, provision should be made for any billings received
for penalties on late filing of federal withholding taxes which
were required to be filed prior to the balance sheet date. Sim
ilarly, any such interest should be provided for up to the balance
sheet date. Interest accrued subsequent thereto would be an
expense of the following period.
.05

Accrual Data for Teacher Salaries Earned in Ten Months but
Payable Over Twelve Months

Inquiry—A county board of education engaged a teacher for
the school year September to June at an annual salary of $6,000
payable over a twelve-month period. The board’s professional
personnel policy states: The annual salary of a teacher is earned
in ten equal installments for the months from September through
June. The board of education withholds one-sixth of the monthly
earnings from each of the ten school months. This makes it pos
sible for the teachers to receive their pay in twelve equal install
ments.
What amount, if any, should be reflected on the board’s balance
sheet at June 30 for the $500 per month payable to the teacher
for the months of July and August!
Reply—The wording of the board’s professional personnel
policies indicates that the annual salary of a teacher is earned
for the period September through June even though the salary is
paid in twelve equal monthly payments. Accordingly, a teacher
§3100.04
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would have fully performed at the end of June and would be
entitled to the unpaid balance of his salary at that date, namely,
$1,000. Since this amount is payable within one year from the
balance sheet date it should be accrued as a current liability.
.06

Accrual of Liability Under Lawsuit Settlement

Inquiry—Several years ago, Company B instituted legal action
against Company A. Under a memorandum of settlement and
agreement, Company A agreed to pay Company B a total of
$17,500 in three installments—$5,000 on March 1, $7,500 on July
1, and the remaining $5,000 on December 31. Company A paid the
first two installments during its fiscal year ended September 30.
Should the unpaid amount of $5,000 be presented as a current
liability at September 30?
Reply—Since the $5,000 is payable within one year, Company
A should present it as a current liability at September 30.

The next page is 2021.
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Long-Term Debt
.01

Classification of Unamortized Bond Discount

Inquiry—What is the proper balance sheet classification of
‘Unamortized Bond Discount Costs”? Is it an asset or should it
be listed as a contra long-term liability account?
Reply—Prior to the issuance of APB Opinion No. 21 in August
1971 it was the usual practice to include such differences between
face amount and proceeds of bonds issued among “deferred
charges ” or “ other assets’’ on the asset side of the balance sheet.
Paragraph 16 of Opinion No. 21 changes prior practices; discount
should now be shown in the balance sheet as a deduction from the
face value of the obligation.
The cost of issuing the debt, on the other hand, represents de
ferred charges which should still appear on the asset side of the
balance sheet.
.02

Classification of Discount on Installment Notes to Banks

Inquiry—Does APB Opinion No. 21 require the discount on
installment loans from banks or other credit institutions to be
shown on the balance sheet as a reduction of the related debt, or
may the discount be shown as a deferred charge?
Reply—Paragraph 16 of Accounting Principles Board Opinion
No. 21 states in part:
The discount or premium resulting from the determination of present
value in cash or non-cash transactions is not an asset or liability
separable from the note which gives rise to it. Therefore, the discount
or premium should be reported in the balance sheet as a direct
deduction from or addition to the face amount of the note. It should
not be classified as a deferred charge or deferred credit.

There is no reason why this should not be as applicable to in
stallment loans due to banks and other credit institutions as to
any other type of debt.
.03

Discount on Chattel Mortgage

Inquiry—Paragraph No. 16 of APB Opinion No. 21 states that
a discount resulting from the determination of present value is
not an asset separable from the note which gives rise to it and
therefore should be reported in the balance sheet as a direct de
AICPA Technical Practice Aids
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duction from the face amount of the note. Should interest on
chattel mortgages included in the face amount of the obligation
be given the same statement presentation, since it is of the same
nature?
Reply—There is no reason why the unamortized interest on
chattel mortgages should be given any different treatment than
discount on other obligations. As described in the Opinion, the
net liability should be shown at its present value, rather than at
the gross amount that would be paid upon maturity.
.04

Classification of “Add-on Interest”

Inquiry—Should installment contracts with add-on interest be
presented on the balance sheet as the gross amount of the con
tract being a liability and the interest being an asset, or should
the interest be shown as a deduction from the installment con
tract amount?
Reply—“Add-on interest” represents a discount on the in
stallments payable and, in accordance with paragraph 16 of APB
Opinion No. 21, should be deducted on the balance sheet from the
face amount of the obligation. To show such “add-on interest”
as an asset would be in violation of paragraph 16.
.05

Classification of Indefinitely Deferred Payable

Inquiry—Under an inventory purchase agreement, payment is
deferred provided the purchaser maintains a certain inventory
level. The agreement stipulates that title to the goods passes to
the purchaser upon receipt of the goods.
Since the inventory will be classified as a current asset, it also
seems logical to classify the related liability as current. However,
since payment may be indefinitely deferred, classification of the
payable as noncurrent can also be justified. Should the payable
be classified as a current or noncurrent liability?
Reply—The payable should be classified as a long-term liabil
ity. The agreement specifies that title to the goods passes to the
purchaser upon receipt. Therefore, the inventory is properly
includable as a current asset as if it were being purchased F.O.B.
destination under normal credit terms. The deferred payment
portion of the agreement is similar to buying a current asset in
exchange for a long-term promissory note. Therefore, there is no
inconsistency with recording the inventory as a current asset and
the payable as a long-term liability.
§ 3200.04
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.06

Amortization Period for Placement Fee When Mortgage
Refinanced

Inquiry—A company paid a $100,000 mortgage placement fee
for an eighteen year mortgage. Ten months later, it became
apparent that a refinancing of a significantly larger mortgage
would be needed. The company negotiated a commitment with a
bank for a larger mortgage to be placed one year from the date
of this agreement. At the time of the commitment, in accordance
with paragraph 31 of Accounting Principles Board Opinion No.
17 which deals with intangible assets, the company reduced the
amortization period of the placement fee to the expected remain
ing period of the original mortgage.
Two months before the closing date of the original mortgage,
at which time almost the entire prepaid mortgage fee had been
amortized, the bank was unable to make the loan and exercised
an option to extend the closing date of the old mortgage and the
placement date of the new mortgage for six more months.
Should the amortization period now be extended to the new
settlement date?
Reply—The mortgage placement fee should not be viewed as
an intangible asset but as a deferred charge under APB Opinion
No. 21. It is an amortizable cost incurred to secure the mortgage.
The unamortized amount of the fee at the time when the bank
exercises the option should be amortized over the remaining six
month period. The reasons for the exercise of the option do not
change the fact that the period benefited has been extended. The
change should be treated as a change in accounting estimate, in
accordance with APB Opinion No. 20. If the new mortgage is
placed before the end of the six month option period, any balance
of the fee should then be written off in accordance with APB
Opinion No. 26 and Financial Accounting Standards Board
Statement No. 4 which deal with early extinguishment of debt.
[Amended]
.07

Calculation of Prosent Value of an Annuity

Inquiry—Exhibit B on page 25 of the AICPA Industry Ac
counting Guide, Accounting for Profit Recognition on Sales of
Real Estate (1973), contains the following calculation:
Present value of 336 monthly payments of
$1,583.33 discounted at 81/2 % (interest rate
on loan from Insurance Company) ($1,583.33
plus $1,583.33 x 127.9071)..................................................... $204,000
AICPA Technical Practice Aids
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How was this $204,000 figure reached?
Reply—In this problem, 336 equal monthly installments of
$1,583.33 will be paid. Apparently, the first payment is due imme
diately, so the present value is calculated as follows:
Present value of first payment:
(value of one payment due now)............
Present value of succeeding 335 payments:
amount of one payment........................ $1,583.33
X present value factor................................
127.9071

Total present value of 336 payments..........
Rounded as per Guide..................................

$

1,583.33

202,519.15
$204,102.48
$204,000.00

The present value factor is 127.9071. The factor is for 335
periods at an interest rate of 17/24% per period (81/2% per year
divided by twelve months per year equals 17/24% per month).
Perhaps the example shown in the Accounting Guide would be
clearer if it was shown as:
($1,583.33 plus [$1,583.33 x 127.9071])
.08

Transfer of Contingently-Held Notes to Capital Surplus

Inquiry—An individual who owns all of the issued and out
standing stock of a corporation agreed to purchase, at a substan
tial discount from a third party, fully subordinated notes for
which his corporation is liable. The notes will be held in escrow
by an attorney until the stockholder completes a series of install
ment payments to the third party. Upon full payment of the
installments, the attorney has the right to release the notes. If
full payment is not made, the attorney must return the notes to
the original holder who will then have recourse to the corpo
ration.
The purchaser of the notes wishes to transfer the notes payable
to the capital surplus of the corporation so that, in essence, the
obligation by the corporation to the third party would no longer
exist. Would this be in accordance with generally accepted
accounting principles?
Reply—This transfer should not be effected until the notes are
fully paid in accordance with the terms of the agreement. The
entire face amount of the notes should be reported as a liability
on the corporation’s balance sheet, with the installments due in
the next fiscal year shown as a current liability, and with ade
quate footnote disclosure because the corporation remains liable
§ 3200.08
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under the terms of the present agreement if the purchaser de
faults on the payments.
The transfer of the notes to the corporation’s capital surplus
would be acceptable if personal assumption of liability for the
notes by the purchaser would induce the original note holder to
go without recourse to the corporation.
.09

Financial Statement Presentation of “Pay Any Day” Loans

Inquiry—Corporation A finances its purchases of equipment
through “pay any day” loans. Under this type of financing
arrangement, the borrower signs a note and security agreement
which sets forth the amount financed, the finance charge, and
the amount of monthly payment. This instrument differs from
a conditional sales contract or “add-on” loan. The “add-on”
loan is a contract calling for a specified number of payments,
including interest, and therefore the liability is the total amount
to be repaid over the life of the contract; whereas, the “pay any
day” loan, or note and security agreement is a simple interest
loan and the agreement shows the finance charge in order to
disclose the amount of interest that will be paid if each install
ment payment is made on its exact due date.
What is the appropriate financial statement presentation of
‘‘pay any day’’ loans?

Reply—A “pay any day” loan can be recorded and reported
in the financial statements at its face amount plus accrued in
terest because it is in effect a term loan with interest charged
at the current rate. The amount of the loan, if any, expected to
be paid within one year would be shown as a current liability.
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Section 3400

Contingent Liabilities
.01

Contested Liability

Inquiry—A company acquired the entire outstanding stock of
another company several years ago. The acquired company was
reorganized under IRS Code Section 334 (b) (2) causing its build
ing and equipment to be written up in value. Inventory was later
written down.
An unpaid portion of the original purchase price is claimed by
the former owners of the acquired company, but this is contested
by the acquiring company on the grounds that the value of the
acquired company’s stock was misrepresented.
The acquired company’s shareholders intend to sue the acquir
ing company for the unpaid balance, but a suit has not yet been
filed. How should the amount due under the original purchase
contract and the possible suit be reflected on the acquiring com
pany’s financial statements?
Reply—Because the possibility of a suit exists, footnote dis
closure describing the entire dispute should be made, including
legal counsel’s comment that no suit is pending at this time. The
amount due under the original purchase contract, plus accrued
interest, should still be reported as a liability. No adjustments
should be made in the acquiring company’s financial records until
the dispute is settled or legal counsel advises that a statute of
limitations effectively bars filing of the suit in question and the
company is not legally liable to pay the debt.
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Commitments
.01

Accounting for Contract to Cut Timber

Inquiry—A client participating in a joint venture is engaged
in a forest products operation and purchases considerable quan
tities of timber from the United States Forest Service. These
contracts are shown under deferred liabilities, with the contract
account being listed under “timber and development.”
With respect to the timber cutting contracts with the USFS,
the venture is obligated to purchase the timber as set forth in
the contract, and to construct roads and log the timber in accor
dance with contract specifications. The venture guaranteed per
formance by putting up a bond. The Forest Service is not obli
gated to provide the exact amount of timber set forth in the
contract. Total amount of timber finally purchased can vary, not
only in footage but in specie. The expected amount of timber by
specie is set forth in the contract, and it is this figure that is
used in determining the expected total contract obligation. The
venture pays only for what the Forest Service delivers. The most
common occurrence is for the contract to underrun rather than
overrun, in which event, the balance of the expected contract
liability would be written off at the termination of the contract.
Is it proper to show the contract as a deferred liability?
Reply—Although it is proper to reflect any advance payments
or deposits made in connection with the timber cutting contracts
with the USFS, it is improper to reflect the timber cutting
contracts (less depletion) as asset and liability unless these
contracts, when negotiated, may be deemed to involve a present
sale and purchase of the unsevered timber. This latter interpreta
tion is an unlikely one. At the point of contract negotiation, it
does not appear that the vendor has set aside or “uncondition
ally appropriated the goods to the contract.” Growing timber
usually does not become personalty until severance. A contract
to purchase should be distinguished from a purchase.
Revenue is generally recognized upon the occasion of a “sale,”
and the acquisition of an asset is generally recognized and re
corded upon the occasion of a “purchase.” In the case in ques
tion, it appears the contracts are executory on both sides. It is
not generally accepted accounting practice formally to record
AICPA Technical Practice Aids
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commitments in the accounts. However, it is generally accepted
practice to adequately disclose the nature and amounts of com
mitments in the notes to financial statements.
.02

Liability Under Foreign Bank’s Letter of Payment Guarantee

Inquiry—A client, an import-export firm, agreed to purchase
goods from a foreign manufacturer. The agreement calls for
advance payment with the goods being delivered over the twelve
month period following the date of the agreement. The client
arranged to make this advance payment through a letter of credit
issued by a U.S. bank. The U.S. bank has received a letter of
payment guarantee issued by a bank in the foreign country. If
the supplier fails to make shipments under the terms of the
agreement, the U.S. bank will look to the foreign bank for any
unpaid advances owed to the U.S. bank by the client. The U.S.
bank will look to the client for payment of all amounts repre
sented by shipments to the client under the terms of the agree
ment.
Is the client directly liable for the amount advanced by the
U.S. bank through its letter of credit, or does the client become
liable only as the goods are received and payment is due the
U.S. bank?
Reply—The client is directly liable for the amount advanced
to the foreign supplier. It appears from the description of the
transactions that the foreign bank is contingently liable if the
supplier does not perform under the agreement. The offsetting
asset would be classified as an “Advance to Suppliers.” Addi
tional footnote disclosure of the financial arrangements would
also be required.
.03

Future Purchases Agreement as an Obligation Under Bank
ruptcy Compromise Agreement

Inquiry—A corporation has entered into a compromise agree
ment with its trade creditors under Chapter XI of the bankruptcy
laws. The agreement reduced the corporation’s debt to $1,500,000
to be paid over the next five years. The corporation also agreed
with the creditors that future purchases are to be made on a
C.O.D. basis, however this provision is not stated in the com
promise agreement.
Are the C.O.D. terms an unstated obligation which is to be
considered as part of the compromise agreement?
§ 3500.02
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Reply—The auditor should request an opinion from the cli
ent’s legal counsel regarding whether the C.O.D. terms would
be considered as part of the compromise agreement. From an
accounting point of view, the C.O.D. terms would not be an
unstated obligation in connection with the $1,500,000 payable.
While the major creditors, also the principal material suppliers,
continue to do business with the client, the business relationship
between the creditors and the client for current purchases is sub
stantially different, and the C.O.D. terms reflect that difference.
.04

Recognition of Losses on Purchase Commitments

Inquiry—Statement 10 of Accounting Research Bulletin No.
43, Chapter 4 states: “Accrued net losses on firm purchase com
mitments for goods for inventory, measured in the same way as
are inventory losses, should, if material, be recognized in the
accounts and the amounts thereof separately disclosed in the
income statement.”
Does this statement mean that the measurement of losses can
not be done on an item by item basis but must only be done if
there is an overall net loss on purchase commitments'?

Reply—Net losses apply to specific purchase commitments
and contracts, and not necessarily to components of major cate
gories of inventories, as discussed in ARB No. 43, Chapter 4,
Statement No. 7.
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Section 3600
Deferred Credits
.01

Balance Sheet Presentation of Unearned Revenue

Inquiry—A client, a motor club with an insurance company
subsidiary, has annually contended that unearned insurance pre
miums and membership dues should be presented on the consol
idated balance sheet as deferred income immediately preceding
the members’ equity and should not be included in the amount
for total liabilities. The client recognizes the revenues on the
insurance premiums and membership dues on a pro rata basis
over the period covered by the insurance policy and the member
ships, therefore, the auditors have maintained that the unearned
portion of the insurance premiums and membership dues repre
sent a liability on the part of the client to render services in the
future.
Is it appropriate to show these unearned premiums and dues
outside the liability section of the balance sheet?
Reply—Paragraph 153 of Statement No. 4 of the Accounting
Principles Board indicates that amounts received for goods or
services in advance are not treated as revenue of the period in
which they are received but as revenue of the period or periods
in which they are earned. These amounts are carried as “un
earned revenue”—that is, liabilities to transfer goods or render
services in the future—until the earning process is complete.
Therefore, the unearned portions of the insurance premiums and
membership dues represent liabilities to provide services in the
future. While the description of the liabilities might vary, to
present the unearned premiums and membership dues outside
of the liability section of the balance sheet would be inappro
priate.
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Section 4110
Issuance of
Capital
Stock
.01

Expenses Incurred in Public Sale of Capital Stock

Inquiry—A closely held corporation is issuing stock for the
first time to the public.

How would costs, such as legal and accounting fees, incurred
as a result of this issue, be handled in the accounting records?

Reply—Direct costs of obtaining capital by issuing stock
should be deducted from the related proceeds, and the net
amount recorded as contributed stockholders’ equity. Assuming
no legal prohibitions, issue costs should be deducted from capital
stock or capital in excess of par or stated value.
Such costs should be limited to the direct cost of issuing
the security. Thus, there should be no allocation of officers’
salaries, and care should be taken that legal and accounting fees
do not include any fees that would have been incurred in the ab
sence of such issuance. [Amended]
.02

Stock Issued for No Consideration

Inquiry—A corporation issued stock without receiving any
consideration and set up goodwill to offset the credit to capital
stock. Was this transaction properly recorded?
Reply—This is primarily a legal rather than an accounting
question, and it would be advisable to obtain legal advice as to
the effect of such issuance. If such stock were legally issued,
the appropriate entry would be to show the offset as discount on
capital stock issued. Goodwill should only be recognized when
acquired, in accordance with paragraphs 24 through 26 of Ac
counting Principles Board Opinion No. 17. [Amended]
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Stock Issued for Accounting and Management Services

Inquiry—A newly formed corporation is going’ public and
wishes to issue shares of stock for certain services, such as
accounting, legal, underwriting, printing, etc.
How should the value for these services be set up on the books
of the corporation?
Reply—It would be appropriate to record the stock issued at
the fair value of the stock or services rendered, whichever is the
more clearly evident. The recipients should be able to furnish
evidence as to such fair value. Since the amounts the Securities
and Exchange Commission might consider to be fair value can
not be predicted, a consultation with the staff of the Commission
might be advisable before formal submission of the financial
statements. [ Amended ]

.04

Stock Issued at Discount to Customers

Inquiry—A corporation has issued some of its stock to one of
its substantial customers at a price lower than market value.
It is proposed that the stock issue be accounted for at market
value and that the excess of market value over cash paid for the
stock be shown as an extraordinary charge against income based
on the assumption that the discount was given for past services
and as an inducement to continue current business relations.
There is, however, no agreement binding on the customer to
continue doing business with the company.
Is this method of handling the transaction in accordance with
generally accepted accounting principles?
Reply—Unless it is evident that no benefit was received by
the company for the “bargain” sale of its stock, the transaction
should be valued at fair value of such stock at the date the trans
action was determined.
In determining the benefit to the corporation of the stock is
sued, allowance should be made for the fact that issuance of
stock normally involves cost, such as registration fees, etc., to the
issuer. Thus the net proceeds that might be realized by the client
from a sale of stock in the ordinary course of business might well
be less than the current market value.
Paragraph 24 of APB Opinion No. 17 states in part, “Costs of
developing, maintaining, or restoring intangible assets which are
§4110.03
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not specifically identifiable, have indeterminate lives, or are in
herent in a continuing business and related to an enterprise as
a whole—such as goodwill—should be deducted from income
when incurred.”
The sale of the stock at a “discount” does not meet the cri
teria for extraordinary items in paragraph 20 of APB Opinion
No. 30. The discount of the stock, if material, should be shown
as a separate item in the income statement as a “special discount
granted to a customer” under paragraph 26 of APB Opinion
No. 30. [Amended]
.05

Restricted Stock Issued to Officer

Inquiry—A closely held corporation issued restricted stock to
a new employee during the year in order to induce him to accept
employment with the company. The stock issued was one-half
voting no-par common stock and one-half nonvoting no-par com
mon stock. The restrictions are to be released in ten equal annual
installments. The stock issued was an original issue and all of the
stockholders waived their preemptive rights to subscribe to the
shares to be issued. The issuance of the stock was recorded on the
books of the company as a charge to prepaid expense and a credit
to capital stock. The company expects to charge against income,
annually, the value, as of the date of issue, of the stock released
from the restrictions.
Is this the proper accounting treatment of the stock issued
under this restricted stock agreement?
Reply—Yes, but some state statutes require that stock be
issued for cash, property, or actual services rendered. Therefore,
if there is such a state restriction, the issuance of the stock should
be recorded on the books of the company as a charge to capital
stock discount and a credit to capital stock.
A note to the financial statements should describe the circum
stances under which the restricted stock was issued with a brief
description of the restrictions.
.06

Stock Issued to Landlord

Inquiry—A landlord agreed, in an arm’s-length transaction, to
reduce the annual rent for the first year of a ten year lease in
return for a tenant corporation’s promise to sell a certain num
ber of shares of its capital stock to the landlord at an agreed
upon price per share. These shares would be part of an initial
AICPA Technical Practice Aids
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public offering (at the same per share price), and, if the public
offering was not consummated, the agreement to reduce the rent
would be of no force and effect.
How should the tenant corporation record this transaction?
Reply—The proceeds from stock sold to the landlord amount
to the per share purchase price plus the value of the rent reduc
tion. Any proceeds beyond the stated value of the capital stock
should be credited to an additional paid-in capital account.
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Section 4120
Reacquisition of
Capital Stock
.01

Redeemed Preferred Stock Considered Dividend

Inquiry—A client is sole owner of all the preferred and com
mon stock of a corporation. The entire amount of preferred stock
was redeemed at par. The client was audited by the Internal
Revenue Service and the preferred stock redemption was con
sidered as a preferential dividend. The client had to pay the tax
accordingly. Would it be appropriate to set up the preferred
stock on the records again?
Reply—This would appear to be a legal, rather than an ac
counting question. If indeed the preferred stock has not been
retired and is still outstanding, the entry showing it to be re
deemed should be revised and the correct debit shown, pre
sumably as a dividend. Whether the dividend is on the common
or on the preferred stock would also be a legal problem.
.02

Corporation Buys Out Major Stockholder

Inquiry—A corporation had four shareholders—three of the
shareholders owning 20% of the stock each, and one shareholder
owning 40% of the stock. The three smaller shareholders had the
corporation buy out the 40% owner, and these shares are held in
escrow. How should this transaction be accounted for?
Reply—Under the laws of many states, a corporation may not
pay dividends or purchase shares of its capital stock except out
of “available surplus.” In some cases, this may refer to retained
earnings only, and in other jurisdictions, to combined additional
capital and retained earnings. If the corporation appears to have
purchased its own stock in excess of “available surplus,” they
should obtain competent legal advice to determine the effect
of the transaction on the corporation.
If legal counsel advises that the corporation has indeed pur
chased its own stock under such conditions, for accounting pur
poses it should be treated in the same manner as any other
purchase of treasury stock in accordance with Chapter 1B of
Accounting Research Bulletin No. 43, or, alternatively, in ac
cordance with paragraph 12 of Accounting Principles Board
AICPA Technical Practice Aids

§ 4120.02

3122

Capital

Opinion No. 6. The total amount expended may be deducted from
the total of capital stock, additional capital, and retained earn
ings ; or the par value of the stock purchased may be deducted
from capital stock to the extent that it is included therein, and
the additional amount may be deducted either entirely from
additional capital (to the extent available) or allocated propor
tionately between additional capital and retained earnings.
.03

Repurchase of Stock in Excess of Retained Earnings and Capital
Surplus

Inquiry—A corporation has contracted to repurchase, over a
period, some of its own stock. The corporation does not have
sufficient retained earnings and capital surplus from which to
charge the excess of amounts paid over par value. How should
this repurchase be reflected in the company’s financial state
ments?
Reply—In many states, it would not be legal for a corporation
to repurchase shares of its own stock at a cost greater than the
amount of retained earnings of the corporation. Competent legal
advice as to the effect of the agreement should be obtained. This
may be an executory contract, with only amounts currently being
paid for considered as repurchases. If this be the case, only
amounts disbursed are to be recognized in the accounts, with an
offset to treasury stock. There should of course be disclosure in a
note to the financial statements of the date, number of shares,
and amounts of future payments under the contract. Such future
payments would thus include the interest factor, which would be
an additional cost of the stock, rather than being interest expense.
However, if legal counsel advises that this is in fact a com
pleted contract and enforceable, the full amount should be shown
(excluding interest) as treasury stock, with an offsetting liability.
Again, there should be footnote disclosure of the nature of the
liability and of the interest rate and maturity dates. Under these
circumstances, the interest would be included as a current ex
pense.
.04

Reacquisition of Capital Stock Issued in a Pooling of Interests

Inquiry—In 1969, Company A exchanged 350,000 shares of its
common stock for all the common shares of Company B in a pool
ing of interests. In 1973, Company A granted an option to former
shareholders of Company B to reacquire their shares in exchange
§4120.03
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for part of the Company A shares originally issued to them.
Under the option agreement, 50,000 of the 350,000 shares origi
nally exchanged were returned to Company A. In contemplation
of the option, Company B paid, in cash, all monies due the parent
together with a dividend equal to a portion of their retained
earnings. What is the proper accounting treatment for the return
of Company B to its previous shareholders?
Reply—The return of Company B to its previous shareholders
should be accounted for as a sale of the investment in Company B.
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Section 4130

Warrants
.01

Accounting for Debt With Restricted Warrants

Inquiry—A corporation issued senior notes payable under an
agreement with an institutional lender. In connection with the
issue of the notes, the corporation granted the lender ten-year
warrants to purchase shares of common stock at $10 per share
payable either in cash or through surrendering to the corpora
tion the senior notes having the principal amount required to be
paid. The price of $10 per share, is identical with the price per
share at the time of the corporation’s latest issue of shares to the
public, and lower than the quoted market price at the time of
issue of warrants.

By the terms of the applicable agreement, the warrants for
purchase of the corporation’s common stock cannot be exercised
at all for the first two years, and only partially exercisable in the
following years. How should this transaction be treated on the
corporation’s records'?
Reply—A separate value should be assigned to the warrants
issued with notes payable, even though there are restrictions
upon their exercisability. Accounting Principles Board Opinion
No. 14 does not discuss warrants issued with restricted features.
However, paragraph 18 points out that it is not practicable to
discuss all possible types of debt issued with stock purchase war
rants or conversion features, or a combination thereof, and those
securities not specifically discussed should be dealt with in ac
cordance with the substance of the transaction.
.02

Warrants Issued With Debentures and Common Stock

Inquiry—A client is offering, as a unit, subordinated conver
tible debentures, shares of common stock, and warrants.

Is an allocation to paid-in capital necessary because the war
rants are being offered as part of the issue?

Reply—There should be an allocation to paid-in capital for
that portion of the proceeds of the debenture issue attributable
to the detachable stock warrants in accordance with paragraph
16 of Accounting Principles Board Opinion No. 14. A simple
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statement describing the allocation of registration expenses and
the allocation to paid-in capital would be in order.
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Section 4140

Stock Options and Stock
Purchase Plans
.01

Measurement of Compensation Cost for Stock Option with
Variable Exercise Price

Inquiry—A company has a nonqualified stock option plan which
has a moving exercise price. Basically, the exercise price de
creases from the original option price (equal to market value at
date of grant) by $1.00 for each $1.00 that market value on the
exercise date exceeds market value on the grant date. In no event,
of course, is the option price less than zero.
It has been determined that the option is equivalent to com
pensation and, therefore, an appropriate charge to income should
be recorded. The question at issue is how that charge should be
determined.
Reply—Measuring compensation is discussed in paragraph 10
of Accounting Principles Board Opinion No. 25, “Compensation
. . . should be measured by the quoted market price of the stock
at the measurement date less the amount, if any, that the em
ployee is required to pay.” The definition of measurement date,
contained in paragraph 10b of the Opinion, is “. .. the first date
on which are known both (1) the number of shares that an indi
vidual employee is entitled to receive and (2) the option or pur
chase price, if any. That date for many or most plans is the date
an option or purchase right is granted or stock is awarded to an
individual employee.... However, the measurement date may be
later than the date of grant or award in plans with variable terms
that depend on events after date of grant or award.”
The company’s option plan has a measurement date which
would be later than the date of grant or award since the exercise
price which the employee pays may decrease from the original
option price by $1.00 for each $1.00 that market value on the
exercise date exceeds market value on the grant date. This type
of situation is covered by paragraph 13 of APB Opinion No. 25,
which states in part, ‘‘ If the measurement date is later than the
date of grant or award, an employer corporation should record
the compensation expense each period from date of grant or
award to date of measurement based on the quoted market price
of the stock at the end of each period.”
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While the first date on which the option price becomes known
is the exercise date, the provisions of paragraph 13 cannot be
ignored. Paragraph 13 also indicates, “An employee may per
form services in several periods before an employer corporation
issues stock to him for those services. The employer corporation
should accrue compensation expense in each period in which the
services are performed.” Therefore, compensation related to the
stock option plan should be measured, period by period, as the
difference between the quoted market price of the stock at the
end of each period and the amount which an employee would
pay at that date.
.02

Disclosure of Stock Option Plan Prior to Measurement Date

Inquiry—A corporation decided that shares of stock would be
issued to an employee for past services when the employee signed
a letter of investment intent, and the company and employee
agreed on the price at which the stock would be purchased. None
of these conditions were met as of the audit date.
How should this be treated in the accounting records, and
would this transaction affect earnings per share?
Reply—Accounting Principles Board Opinion No. 25, Account
ing for Stock Issued to Employees, discusses this topic. The
stock to be issued would be under a “compensatory plan.” Com
pensation, if any, would be measured on the measurement date
(see paragraph 10). But because the purchase price has not been
determined, the “measurement date” has not yet occurred (see
paragraph 10b). Therefore, the financial statements should sim
ply disclose the actions taken by the company to date, and there
would be no effect on the earnings per share.
.03

Redemption of Shares Issued Under Employees’ Stock
Ownership Trust Plan

Inquiry—A privately held corporation has an employees stock
ownership trust (ESOT) plan. The only investment of the trust
is stock of the company acquired either from the company or its
shareholders. Participants in the plan may withdraw their pro
portionate amount of vested shares upon retirement. These
shares, can be redeemed either in full or periodically. Legal coun
sel has determined that under the trust agreement the company
has a liability to redeem the shares when there is no market for
the shares and the ESOT does not have funds to redeem them.
§4140.02
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How should this possible liability be shown on the corpora
tion’s financial statements?
Reply—This liability represents a contingent liability requir
ing footnote disclosure in the financial statements.
.04

Accounting for “Disqualifying Dispositions” of Stock

Inquiry—Must a company account for all “disqualifying dis
positions” of shares of stock acquired pursuant to employees
stock option plans during 1973 under the requirements of Ac
counting Principles Board Opinion No. 25?
Reply—Paragraph 20 of APB Opinion No. 25 reads, in part,
as follows:
This Opinion applies to all stock option, purchase, award, and
bonus rights granted by an employer corporation to an individual
employee after December 31, 1972 under both existing and new
arrangements . . .

Therefore, if the “disqualifying dispositions” of shares of stock
acquired by employees pursuant to a stock option plan during
1973 relate to options granted after December 31, 1972, APB
Opinion No. 25 would apply. This may mean that a system needs
to be developed by the company which will “track” the early
dispositions and provide information which would form the basis
of accounting for the “disqualifying dispositions.”
.05

Modification of Compensation Cost Under Stock Purchase Plan

Inquiry—The market value of restricted shares of common
stock purchased in 1972 under a Key Employee Stock Pur
chase Plan at a substantial discount has dropped below the
original market value of those shares as of the date restrictions
on those shares lapse. Could salary expense be reduced to reflect
this decline ? This would adjust salary expense for the period to
correspond with income being recognized for tax purposes upon
lapse of restrictions by the shareholders.
Reply—Paragraph 12 of Accounting Research Bulletin No. 43,
Chapter 13B, states in part, “. . . it follows in the opinion of the
Committee that the value to the grantee and the related cost to
the corporation of a restricted right to purchase shares at a price
below the fair value of the shares at the grant date may for the
purposes here under discussion be taken as the excess of the
then fair value of the shares over the option price. ” Chapter 13B
does not make any provision for modifying the compensation cost
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once it has been determined. Therefore, a reduction in salary
expense would be inappropriate since, under Chapter 13B, once
the cost of compensation was determined, it should not be modi
fied even if the market price of the stock dropped substantially.
The point that salary expense would correspond with the income
recognized by the shareholders is irrelevant since the compensa
tion recognized need not necessarily equal either the income
which the shareholder would report for tax purposes or the deduc
tion which the corporation might obtain for tax purposes.

The next page is 3341.
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Section 4150

Stock Dividends and
Stock Splits
.01

Stock Dividends of Closely-Held Corporation

Inquiry—A corporation has about two hundred stockholders
with the board of directors controlling about 80% of the stock.
There is virtually no buying or selling of the company’s stock
and the price of trades has been constant at a level suggested by
management.
The company has followed a policy of issuing stock distribu
tions (usually 10 or 20%) and capitalizing them at par because
there is not sufficient retained earnings to capitalize at estimated
market value. The issuance of stock distributions is an integral
part of the company’s philosophy and policy with regard to em
ployee morale and maintaining a relatively fixed trading value
for the stock in the absence of a market.
Earnings have been increasing at 10% to 20% per year and
cash dividends have remained constant. Stock distributions pro
vide a means for returning earnings to stockholders without the
tax impact of cash dividends.
Accounting Research Bulletin No. 43 states that stock divi
dends in amounts of less than 20% to 25% or of a recurring or
frequent nature should be accounted for by capitalizing the esti
mated market value of the stock. The Bulletin also states that in
cases of closely-held companies, it is to be presumed that the
intimate knowledge of the corporation’s affairs possessed by the
shareholders would preclude any such implications as referred
to in paragraph 10 of Chapter 7, Section B, and that there is no
need to capitalize earned surplus other than to meet legal re
quirements.
Under these circumstances, is it required that the stock divi
dends be capitalized at the estimated market value of the stock?
Reply—Since only 20% of the corporation’s stock is not con
trolled by the board of directors, it is likely that these minority
shareholders would not have intimate knowledge of the corpora
tion’s affairs, as contemplated in paragraph 12, Chapter 7, Sec
tion B of Accounting Research Bulletin No. 43, which excludes
closely-held corporations from the provisions of paragraph 10.
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Accordingly, the requirements of paragraph 10 would apply.
The stock dividends should be capitalized at the selling price of
the stock with a corresponding charge to retained earnings.
[Amended]
.02

Stock Dividend Affecting Market Price of Stock

Inquiry—A company issued a 10% stock dividend. May the
dividend be treated as a stock split if the dividend resulted in a
drop in the market price of the stock?
Reply—Paragraph 13 in Chapter 7, Section B of Accounting
Research Bulletin No. 43 states, in part, “On the basis of a re
view of market action in the case of shares of a number of com
panies having relatively recent stock distributions, it would
appear that there would be few instances involving the issuance
of additional shares of less than, say, 20% or 25% of the number
previously outstanding where the effect would not be such as to
call for the procedure referred to in paragraph 10.” Paragraph
10 requires a transfer from retained earnings to the category of
permanent capitalization in an amount equal to the fair value of
the additional shares issued.
In order to treat the 10% “stock dividend” as a “split-up
effected in the form of a dividend,” the company would have to
demonstrate that the additional shares issued is “large enough
to materially influence the unit market price of the stock” as
indicated in paragraph 13.
.03

Stock Dividends Without Determinable Market Value

Inquiry—A closely-held corporation, the stock of which has
no readily determinable market value, issues a stock dividend.
How should the stock dividend be accounted for? Could book
value per share be capitalized or would this imply that book
value equals fair market value?
Reply—Chapter 7B, paragraphs 10 and 12 of Accounting
Research Bulletin No. 43 discuss stock dividends. Paragraph 12
states:
In cases of closely-held companies, it is to be presumed that
the intimate knowledge of the corporations’ affairs possessed
by their shareholders would preclude any such implications
and possible constructions as are referred to in paragraph 10.
In such cases, the committee believes that considerations of
public policy do not arise and that there is no need to capitalize
earned surplus other than to meet legal requirements.
§ 4150.02
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Therefore, there is no need to capitalize retained earnings ex
cept to meet legal requirements. However, if it is decided to
capitalize an amount of retained earnings equivalent to the
book value per share of the presently outstanding stock, this
would not necessarily imply that book value equals fair market
value.

The next page is 3401.
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Section 4160
Contributed Capital
.01

Payment of Corporate Debt by Stockholders

Inquiry—Three shareholders own stock in Corporations A and
B. They agree to personally pay a debt of Corporation A by
giving the creditor stock in Corporation B. How should this
transaction be recorded on the books of Corporation AT
Reply—The payments by the three stockholders of Corporation
A’s debt would represent an additional contribution by the stock
holders to Corporation A. This can be recorded as a credit to
“additional capital.” [Amended]

The next page is 3551.
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Section 4210
Dividends
.01

Write-off of Liquidating Dividends

Inquiry—Quite a few years ago, cash dividends were distrib
uted to stockholders in excess of earnings. The company would
now like to “clean up” the stockholders’ equity section of the
balance sheet by removing the account “Prior Years’ Liquida
tion Dividends” which is shown as a reduction of the capital
stock account. Can the liquidating dividends account be written
off against “retained earnings ” or “ paid in capital in excess of
par value”?
Reply—Essentially, this question is a legal one as to whether
cash distribution to stockholders in excess of earnings in prior
years may be charged to earnings in subsequent years. When
liquidating dividends are declared, the charge is made to ac
counts such as “capital repayment,” “capital returned,” or
“liquidating dividends” which appear on the balance sheet as
offsets to paid-in capital. By this treatment, the amount of capital
returned as well as the amount of capital originally paid in can
be disclosed. Perhaps the wisest thing to do under the circum
stances is to consult legal counsel to determine whether the write
off proposed is legal under the corporate statutes of the state.
Perhaps it is legally permissible, under the laws of incorporation,
to reduce the par or stated value of the corporation’s stock, there
by creating a reduction surplus which may then be used retro
actively to absorb the original deficit, on the ground that the
excess payments were dividends in partial liquidation.
.02

Disclosure of Dividends Per Share

Inquiry—A company wants to disclose dividends per share
in the financial statements only if required to do so.
Is dividends per share disclosure required under existing pro
nouncements of the Accounting Principles Board?
Reply—Disclosure of dividends per share is desirable but not
required. Paragraph 70 of Appendix A in Accounting Principles
Board Opinion No. 15 discusses a situation where dividends per
share are disclosed, but there is nothing in the language of that
section which indicates that disclosure of dividends per share is
a requirement.
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Undistributed Patronage Dividends of Agricultural
Cooperative

Inquiry—An agricultural cooperative distributed to its mem
bers, and certain non-members, patronage dividends partly in
the form of “Patronage Refund Certificates.” On subsequent
balance sheets, the balance of the patronage refund certificates
is listed as a long-term liability. An attorney has suggested, how
ever, that the certificates are subordinate to the general creditors
and, therefore, are a hybrid that should be shown as part of
equity. How should the patronage refund certificates be classified
on the balance sheet?
Reply—The patronage refund certificates should be shown as
a separate item in the equity section of the balance sheet, prefer
ably first, since the interest in the cooperative which the certifi
cates represent has characteristics similar to preferred stock.

The next page is 3601.
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Section 4220
Quasi-reorganizations
.01

Write-up of Assets in Quasi-reorganization

Inquiry—A company has a large deficit in retained earnings
and shows assets on the balance sheet valued well below market
value. Is it permissible under a quasi-reorganization to restate
the assets to market value and reduce the deficit?
Reply—Accounting Series Release No. 25 of the Securities and
Exchange Commission includes the following definition of a
quasi-reorganization:
The term quasi-reorganization has come to be applied in accounting
to the corporate procedure in the course of which a company, without
the creation of a new corporate entity and without the intervention
of formal court proceedings, is enabled to eliminate a deficit whether
resulting from operations or the recognition of other losses or both
and to establish a new earned surplus account for the accumulation
of earnings subsequent to the date selected as the effective date of the
quasi-reorganization.

Another paragraph in this release includes the following :
It has been the Commission’s view for some time that a quasi
reorganization may not be considered to have been effected unless at
least all of the following conditions exist:
(4) The procedure accomplishes with respect to the accounts sub
stantially what might be accomplished in a reorganization
by legal proceedings—namely the restatement of assets in
terms of present conditions as well as appropriate modifica
tions of capital and capital surplus, in order to obviate so far
as possible the necessity of future reorganizations of like
nature.

Paragraph 17 of Accounting Principles Board Opinion No. 6
states, “The Board is of the opinion that property, plant and
equipment should not be written up by an entity to reflect ap
praisal, market or current values which are above cost to the
entity. This statement is not intended to change accounting prac
tices followed in connection with quasi-reorganizations or reor
ganizations. ’ ’ This statement expressly supersedes paragraph 2
of Chapter 7A, Accounting Research Bulletin No. 43 which states,
“This section does not deal with the general question of quasi
reorganizations, but only with cases in which the exception per
mitted under the rule of 1934 is availed of by a corporation.”
(Italics supplied.)
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Thus, the official statements of the Securities and Exchange
Commission and of the Accounting Principles Board can be in
terpreted as indicating that a quasi-reorganization, if otherwise
appropriate, could result in a write-up as well as a write-down
of assets. [ Amended ]
.02

Combining Paid-in Capital With Operating Deficit in the
Absence of Quasi-reorganization

Inquiry—A company, whose balance sheet shows an operating
deficit, feels that bankers find this confusing, since they may not
take into consideration the fact that the company does have a
positive net worth after adding together paid-in capital, capital
stock, and operating deficit. Would it be permissible to combine
paid-in capital with the operating deficit and show only capital
stock and retained earnings on the balance sheet?
Reply—It would not be appropriate to combine paid-in capital
with the operating deficit in the absence of a quasi-reorganization. “Operating capital” should be disclosed separately from
contributed capital.
Accounting Research Bulletin No. 43, Chapter 7A; ARB No.
46; and Accounting Research Study No. 15 discuss transfers of
retained earnings.
.03

Write-off of Accumulated Deficit After Quasi-reorganization

Inquiry—A corporation underwent a Chapter XI reorganiza
tion several years ago. At that time, the accountants carried for
ward the retained earnings (deficit), paid-in capital, and common
stock instead of starting a new reorganized corporation with a
zero retained earnings.
The stockholders have now approved a change in the capital
section which will write off the paid-in capital against the re
tained earnings (deficit). The change will be footnoted in the
year-end financial statements and will be labeled ‘‘deficit remain
ing after application of paid-in capital to retained earnings.”
The new deficit or paid-in capital arising after this date will be
labeled accordingly.
Is this procedure acceptable?
Reply—Chapter 7A of Accounting Research Bulletin No. 43
reaffirms the rule adopted by the Institute in 1934 which reads
as follows:
§ 4220.02
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Capital surplus, however created, should not be used to relieve the
income account of the current or future years of charges which would
otherwise fall to be made thereagainst. This rule might be subject to
the exception that where, upon reorganization, a reorganized company
would be relieved of charges which would require to be made against
income if the existing corporation were continued, it might be re
garded as permissible to accomplish the same result without reorgani
zation provided the facts were as fully revealed to and the action as
formally approved by the shareholders as in reorganization.

Paragraph 9 of Chapter 7A states “When the readjustment has
been completed, the company’s accounting should be substantially
similar to that appropriate for a new company.’’
Examples of quasi-reorganizations in which the full amount
of the deficit in retained earnings has not been eliminated are
unusual. Further, the SEC, in its Accounting Series Release No.
25, has stated that it will not recognize a “quasi-reorganization”
if the resulting statement of financial position shows a debit
balance in any stockholders’ equity account.
Therefore, a transfer of the deficit account to paid-in capital
would only be appropriate in the case of such a “quasi-reorgani
zation. ’ ’ Furthermore, because there was an excess of liabilities
over capital, the company cannot adjust its accounting so that it
will be ‘‘ substantially similar to that appropriate to a new com
pany,” and therefore it cannot be considered a “quasi-reorgani
zation” as contemplated in Chapter 7A.
As the creditors of the company in fact hold, at present, the
“equity interest” in this company, they might be willing to con
vert some of their present “debt” to equity, thus permitting the
formation of sufficient capital to allow write-off of the full deficit.
Any such quasi-reorganization should only be attempted on
advice of counsel. [Amended]
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Section 4230

Capital Transactions
.01

Disclosure of Transfer from Retained Earnings to Capital Stock

Inquiry—The board of directors of a client authorized the
transfer of $1,000,000 to its no par capital stock account from
retained earnings. How should this transfer be disclosed in the
financial statements?
Reply—AICPA Accounting Research Study No. 15, Stock
holders’ Equity, by Beatrice Melcher (1973), discusses, on pages
67-68 other transfers between components of stockholder’s
equity, and states that:
State corporate laws permit properly authorized transfers
between legal components of stockholders’ equity in addition
to those for stock splits and changes in par or stated value of
stock. Transfers may encompass many arbitrary changes in
equity components. Customarily, retained earnings is reduced
and capital stock or capital in excess of par or stated value is
increased the same amount. Sometimes, either of the con
tributed equity components is reduced and retained earnings
increased provided appropriate documents are filed with the
state of incorporation.

In this situation, footnote disclosure in the year in which the
transfer takes place would meet the requirements for adequate
disclosure. Also, the auditor should prepare a carryforward
workpaper schedule which indicates the original invested capital
and subsequent transfers from retained earnings. [Amended]
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Section 5100
Revenue Recognition
.01

Equipment Sales Net of Trade-Ins

Inquiry—A client who deals in heavy equipment records all
sales at net of trade-ins. Is this an acceptable accounting prac
tice!
Reply—Support for the accounting treatment for trade-ins
which this client follows could not be found. Sales should be
credited with the nominal or stated contract price, and the dif
ference between (a) the trade-in allowance and (b) the amount
determined by pricing the trade-in at net realizable value minus
normal profit margin should be treated as a sales allowance or
discount. The traded-in equipment should be set up in inventory
at an amount which, when reconditioning costs are added, will
allow a margin approximating a normal profit when the sale is
made.
.02

Rights to Broadcast Time Received in Exchange for Services

Inquiry—A company which provides services to radio and
television stations, such as station identifications and jingles,
receives broadcast time credit as part payment. Should this time
credit be realized when it is subsequently sold to advertisers,
when the credit is received, or when the time is actually used?
Reply—The broadcast time credit the company receives as
part payment for the services it has performed should be ac
counted for as income at the time the services are rendered
with a correlative debit to an asset account. When this time is
subsequently sold by the company to an advertiser, a gain or loss
on this transaction should be recorded.
.04

Discounts on Prepaid Funeral Arrangement Plans

Inquiry—An incorporated mortuary sells pre-need funeral
plans in addition to rendering current mortuary services. These
pre-need funeral plans are sold at a discount in order to be at
tractive to the public. All monies received from the sale of these
plans are placed in a trust fund which has been set up at a local
bank. The bank is the trustee of the trust and makes investments
as it sees fit. The pre-need funeral plan agreements stipulate that
all income earned by the trust belong to the mortuary, and with
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drawals of such income from the trust may be made by the mor
tuary periodically. In return for the feature of the agreements
calling for the mortuary’s entitlement to the trust fund income,
purchasers of the pre-need plans are permitted to buy the plans
at a substantial discount. The agreements also provide for fullycovered funeral benefits in certain cases, although the plans may
not be fully paid at time of death. Another advantage to the
purchasers is that the costs of their funerals will not be influ
enced by increases in the cost of living index.
Certain expenses are met by the mortuary in the selling of its
pre-need funeral plans; these are recorded monthly in a separate
expense account in its general ledger. Trust fund income earned
is also recorded monthly in the mortuary’s general ledger, in a
separate income account. As pre-need plans are utilized by per
sons who had purchased them earlier, the special discounts men
tioned in the preceding paragraph are recorded in a separate
expense account in the mortuary’s general ledger. It should be
emphasized here that such discounts are not reflected as an ex
pense in the mortuary’s operations until such time the plans are
actually used, whereas the expenses of the sales of the plans and
the income earned by the trust affect operations currently, with
no dependency whatsoever on the deaths of the purchasers or
holders of the plans.
In order to achieve a better matching of expenses with rev
enues accruing from the sales of plans, could the trust fund
income or the excess of trust fund income over the expenses of
selling the plans be deferred until the plans are utilized? Or
could the special discounts be charged to income at some date
prior to the utilization of the plans?
Reply—It would be more acceptable to currently accrue or
recognize selling expenses, fees and commissions, and trust fund
income rather than use the “completed contract” or deferral ac
counting approach. If it is a fact that costs of furnishing services
commonly exceed the trust funds expended at time of utilizing
a plan, current provision should be made on an estimated basis
for the potential or possible losses (more accurately, estimated
excess of future servicing costs over monies to be released from
trust to defray same) on plans not utilized as yet at the balance
sheet date.
The special discounts are more in the nature of sales adjust
ments rather than costs or expenses.
§ 5100.04
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.05

Accrual Date for Property Taxes

Inquiry—Prior to 1975, a county government had a year end
of December 31. In 1975, the fiscal year was changed to June 30
creating a problem with the recognition of property tax revenue.
The following facts are pertinent:
(1) A full accrual system is used.
(2) In prior years all tax revenue was recognized at De
cember 31. The tax digest is prepared in August and
the tax collection period is October-December with
assessment date being January 1 of the same year.
At June 30, 1975, should one-half of the taxes receivable be rec
ognized as revenue and one-half treated as unearned income?
Reply—Since the assessment date is January 1 of each year,
but the actual tax roll is not completed until August and collec
tions are made during the fourth quarter of the calendar year, it
appears that the taxes receivable can not be determined until the
end of August. Therefore, the financial statements prepared for
the six months ended June 30,1975, should show income for onehalf the estimated taxes to be collected for the year. The corre
sponding asset might be described as “unbilled taxes (represent
ing one-half the estimated taxes for the calendar year 1975)”
or some similar caption.
.06

Free Goods or Services as Inducement for Signing Contract

Inquiry—A client is engaged in the sale of fuel oil to cus
tomers. In order to acquire new customers, service contracts are
offered for two or three years with the first year free of cost.
Which of the following two methods is appropriate accounting
for free services?
Under one method, the total proceeds from the sales of service
contracts are allocated over the entire length of the contract, in
cluding both the paid service and free service terms. Under this
method the revenues from sales of service contracts would be
recorded at a discount price over the entire term. The cost of
servicing the customer’s equipment is charged out as it is in
curred. The justification for this method is that the customer will
be purchasing fuel oil during this entire term; therefore, this is
a proper matching of costs and revenues.
Under the second method, upon the sale of a service contract
which includes an element of free service, a sales expense account
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would be debited for the portion of the contract representing free
service and deferred service contract income would be credited
for the “list price’’ of the contract. This deferred credit would
then be amortized over the life of the contract. This method con
siders the free service as a sales expense in acquiring new busi
ness. The cost of providing the service is, as in the first method,
charged out as it is incurred.
Reply—The first method is the proper one to be followed. The
customer is paying X dollars for a contract that runs for a spe
cific number of years. This situation is no different from one in
which the purchaser of a package of five cigars gets an additional
one “free. ” The purchaser is essentially paying a certain amount
of money for six cigars.

The second method introduces a fictitious sales expense into
the accounts with a correlative fictitious deferred income.
.07

One-Cent Sales

Inquiry—A client in the fast food business has a “one-cent
sale’’ once a week. For example, the sale might be two cheese
burgers for the price of one (60¢ plus one cent. The company
would record the transaction as follows:
Cash (.60 + .01)........................................... $ .61
Advertisement Expense................................... 59
Sales (.60 X 2) .................................................... $1.20
The company makes this entry so that their “food costs” are
not distorted, but should an adjustment be made at the end of
the year for financial reporting purposes eliminating this adver
tising expense against sales'?
Reply—The practice of crediting sales and charging advertis
ing expense for the difference between the normal sales price
and the “bargain day” sales price of merchandise is not accept
able for financial reporting. Realization of the full sales price
cannot properly be imputed under such conditions. To do so
would seem to imply that the same quantities would have been
sold if the price had not been reduced.
It might however be appropriate to adjust the cost of sales
and charge advertising for the cost of the one-cent hamburger.
Such cost of sales should include only out-of-pocket expenses.

§ 5100.0 7
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.08

Life Membership Fees in a Club

Inquiry—A client is engaged in a service club enterprise. What
is the proper accounting for life membership fees?
Reply—The life membership fees should be allocated over the
time the individual may be expected to require the services of
the club.
.09

Membership Dues Applicable to an Indefinite Term

Inquiry—A client sells memberships in a “club” type of or
ganization, with membership dues charged as follows:
(1) $39 down and $19 per month for 24 months for a total
of $495, or
(2) A flat fee of $456.
The financed contracts are sold to finance companies, which
withhold $80 in finance charges and $50 in reserve pending ful
fillment of the contract. The client, upon sale of the contract, re
ceives $326 plus the original down payment of $39, or $365. The
membership contract is called a non-expiring benefit agreement
and entitles the member to purchase appliances, furniture, car
peting, etc. at a discount price plus 6% for handling and ware
house charges.
The membership fees are forfeitable three days from receipt,
and any additional contemplated costs are covered by the 6%
handling and warehouse charge.
When is income earned in these transactions?
Reply—Paragraph 151 of Accounting Principles Board State
ment No. 4 states:
The exchange required by the realization principle determines both
the time at which to recognize revenue and the amount at which to
record it. Revenue from sales of products is recognized under this
principle at the date of sale, usually interpreted to mean the date of
delivery to customers. Revenue from services rendered is recognized
under this principle when services have been performed and are billable. Revenue from permitting others to use enterprise resources,
such as interest, rent, and royalties is also governed by the realization
principle. Revenue of this type is recognized as time passes or as the
resources are used. Revenue from sales of assets other than products
is recognized at the date of sale. Revenue recognized under the reali
zation principle is recorded at the amount received or expected to
be received.
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The membership fees should be deferred and recognized as in
come on the basis of the passage of time or use of the service; the
specific allocation basis being a matter of judgment as to the ap
propriate time period since the memberships have no specific
expiration dates.
.10

Members of Country Club Assessed for Debt Retirement

Inquiry—A country club has voted to impose a special yearly
assessment on its membership for ten years. The proceeds are
to be used to retire a first mortgage on the property of the club.
The assessment is being imposed on all members including
voting certificate holders and nonvoting associate members.
Is the proper accounting treatment of this transaction a con
tribution to capital, or are dues to be reflected in the annual in
come statement!
Reply—When billing the assessments each year, the receiv
ables from the members can be shown as an asset with a credit to
income for the special assessment. Such amount might then be
appropriated to a special membership equity, perhaps entitled
“appropriation for retirement of debt.” The financial statements
should disclose that the directors had voted a special assessment
for ten years and the amount of assessment per year. The first
or the last year for the assessment, or both, should also be dis
closed.
.11

Excise Tax on Club Dues

Inquiry—The members of certain private clubs must pay a
federal excise tax in addition to their annual dues. Should the
clubs record, as revenues, the dues net of the excise tax, or should
revenues include both dues and taxes f
Reply—A club, in collecting excise taxes on dues, is acting as
no more than an agent or conduit for the federal government.
The amounts paid to the club by members to be turned over as
excise taxes should not be construed as dues, and to show them as
such on the income statement is erroneous.
.12

Prepaid Interest Received on Real Estate Transaction

Inquiry—A seller of real estate obligates himself to obtain
financing and, in turn, as part of the sale, receives a note receiv
able, a loan fee, and prepaid interest for a fifteen-month period
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from the date of sale. The specifics of the transaction support rec
ognition of a sale as outlined in the AICPA Industry Accounting
Guide Accounting for Profit Recognition on Sales of Real Estate
(1973).
The loan fee will be recognized as income currently. Should
the fifteen months’ interest received be recognized in the current
period, or should only that portion actually earned currently be
recognized, deferring the remainder? The interest incurred dur
ing construction, which the seller has elected to capitalize as part
of the cost of construction (for tax purposes), would be offset
against that portion of prepaid interest earned during the same
period.
Reply—Accounting Principles Board Statement No. 4, para
graphs 148 through 153, discuss the revenue realization principle.
Based on this, the loan fee should be recorded as income, and the
prepaid portion of the interest received should be deferred until
earned. The interest capitalized during construction could be
“offset” (charged as an expense) against that portion of the pre
paid interest earned during the same period, but it would also be
acceptable to capitalize the interest cost for financial statement
purposes.
.13

Accounting for Mortgage “Points”

Inquiry—What is the proper method of accounting for fees
collected as ‘‘points ’’ on new loan?
Reply—The portion of the fees collected as “points” which
are necessary to cover the cost of writing the mortgage may be
taken into income in the period in which these costs are incurred.
“Points” representing an adjustment of the interest rate should
be deferred and amortized over the life of the loan. Some states
have specific regulations covering the treatment of points, and
therefore, the auditor should request that the client have his.legal
counsel determine the effects of any state regulations to which
they may be subject.
.14

Recognition of Fees Earned on Construction Mortgage
Placements

Inquiry—A client is in the business of bringing lenders and
borrowers together for a fee. When a construction mortgage has
been arranged and agreed to, it would appear that the client has
earned its fee. However, because of the terms of the fee arrange
AICPA Technical Practice Aids

§ 5100.14

3928

Revenue and Expense

ment, there is some doubt as to when the income should be rec
ognized.
The following is a summary of the types of transactions in
volved :
1. Negotiable Note
The company receives a negotiable note in payment
of its fees. Generally the note is unsecured and noninterest-bearing and is payable over the same period
as the construction draws on the related mortgage are
to be made.
2. Nonnegotiable Note
The terms of the nonnegotiable note are comparable
to the negotiable note.
3. Commitment Letter, Not Contingent on Future Events
The company receives a letter from the borrower in
dicating that the lender and the borrower have agreed
on the terms of the mortgage. In addition, the letter
states that the borrower agrees to pay the company a
fixed fee by a specified date for services rendered in
arranging the loan.
4. Commitment Letter, Contingent on Future Draws
The company receives commitment letters from the
borrower as described in No. 3 above. However, the
commitment letters state that a certain amount of the
fee will not be paid unless or until certain construc
tion draws are received from the lender.
When should revenue be recognized as earned by the client?
Reply—Revenue recognition is discussed in paragraphs 148153 of Accounting Principles Board Statement No. 4, Basic Concepts and Accounting Principles Underlying Financial State
ments of Business Enterprises. Paragraph 150 states in part:
Revenue is generally recognized when both of the following condi
tions are met: (1) the earning process is complete or virtually com
plete, and (2) an exchange has taken place.

Paragraph 150 goes on to say that “revenue from services ren
dered is recognized under this principle when services have been
performed and are billable.”
Applying the above comments to the specific situations, rev
enue would be recognized as follows:
§5100.14
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1. Negotiable Note
Income would be recognized when the services have
been performed and billed which may be prior to re
ceipt of the negotiable note.
2. Nonnegotiable Note
The terms of the nonnegotiable note are comparable
to the negotiable note, and revenue would be recog
nized in a similar manner.
3. Commitment Letter, Not Contingent on Future Events
Such a letter would be evidence that the services
have been rendered and are now “billable”; therefore,
the fee has been earned and income should be recog
nized.
4. Commitment Letter, Contingent on Future Draws
From the description, it appears that the agreement
between the client, borrower, and lender in this case is
such that the parties do not consider all the services
rendered until actual borrowings take place even
though the client need not physically do anything else.
In such a situation, a portion of the fees should be de
ferred until the stipulated draw provisions have been
met.
.16

Rental Revenue Based on Percentage of Salos

Inquiry—A supermarket built an addition to its store to
house a liquor store. The rent to the liquor store is to be a per
cent of its sales. On its income statement, would it be proper for
the supermarket to include the liquor store sales as though they
were their own sales? The rent would then appear as a gross
margin.
Reply—Paragraph 148 of Accounting Principles Board State
ment No. 4 states in part:
Revenue under present generally accepted accounting principles is
derived from three general activities:
(a) selling products,
(b) rendering services and permitting others to use enterprise
resources, which result in interest, rent, royalties, fees, and
the like, and
(c) disposing of resources other than products—for example,
plant and equipment or investments in other entities.
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The revenue received from the liquor store represents rental
income to the supermarket and it would be inappropriate for the
supermarket to include as its sales the sales of the liquor store.
However, it would be appropriate for the supermarket to include
the rental income as part of its gross revenues.
.18

Revenue Recognition for Short-Term Contracts

Inquiry—A wholly owned subsidiary of a local newspaper
prints booklets and other advertising material for inclusion gen
erally as supplements in Sunday newspapers.

This company previously recorded income from sales when
the entire order was shipped and billable. Orders in process
which were partially completed at the end of a month were re
corded in inventory at cost. Partial billings are not made, and the
terms of the contracts do not permit them.
Under a new method, orders partially completed at the end of
a month are being taken into income. The sales value is deter
mined by multiplying the unit selling price per the signed con
tract times the number of books completed with the resulting
receivable being set up as “unbilled receivables.” All of the ac
cumulated costs are charged against cost of sales. The work in
process inventory thus contains only material and labor costs on
those jobs which have not yet gone to press. Is the above de
scribed change in accordance with generally accepted accounting
principles?
Reply—In effect the company is now recognizing income on a
percentage of completion basis. This method of accounting is
appropriate for long-term contracts but not for short-term con
tracts. Accordingly, the company should not report income for
those orders partially completed at the end of a month but should
follow the conventional accrual method of reporting income.
.19

Sale of Partially Completed Goods

Inquiry—Under an agreement with a customer, a company
will manufacture a product to a certain stage of completion. The
company will hold the unfinished product and bill the customer
for 65% of the selling price of finished products. The company
contends that sales occur when the merchandise is produced to
the stage indicated in the agreement and the customer is billed.
Is this contention correct?
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Reply—If the customer is obliged to accept the 65%-completed
product, there is justification for treating the transaction as a
sale at the time the merchandise is produced to the stage indi
cated, set aside, and billed.
.20

Payment for Termination of License Agreement

Inquiry—A research and development company holds numer
ous patents. The company derives its income from the sale of
products which utilize its patents as well as from the licensing
of the patents, for which it receives royalties, and also from the
sale of patent rights, for which it receives a single payment for
the term of the license.

A licensee desired to terminate its license, since it was no
longer using the technology contained in the company’s patent,
and paid to the company a lump sum termination payment. This
payment approximated the amount the company would have
earned during the remaining years of the license agreement. How
should the termination payment be reflected in the company’s
financial statements!
Reply—The transaction is similar to sale of a license for the
remaining life of a patent and should be accounted for in the
same manner. If this is the sole license for a patent, any remain
ing unamortized cost of such patent should be written off at this
time. If the license represents only a portion of the use of the
patent, an appropriate portion of the remaining unamortized
cost should be written off. The proceeds should be included in
this year’s current operations, and there should be disclosure that
a major source of income from licensing agreements is being
terminated.
.21

Retirement Home Admittance Charges

Inquiry—A nonprofit home for the aged imposes an admit
tance charge. The admittance charges in this, the first year of
operation, are considerably more than anticipated for future
years. The home incurs expenses for screening and medical ex
aminations of the residents amounting to approximately 15% of
the admittance charge. These admittance expenses are offset
against the admittance charge, and the net amount is shown as
deferred income. Is this treatment in accordance with generally
accepted accounting principles!
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Reply—Since there are no plans to refund any portion of this
charge, and since it is meant to cover only the expenses incident
to screening and admitting prospective residents, it would seem
that upon completing the screening process and admitting the
resident, the home has done everything required to “earn” the
charge, and, accordingly, should reflect it as earned during the
current period.
Offsetting the screening and medical expenses against the ad
mittance charge and carrying forward the net amount is not in
conformity with generally accepted accounting principles.
.22

Rental of Equipment to Residents of Home for the Aged

Inquiry—A nonprofit home for the aged receives donations of
equipment. The equipment is then sold to the residents at its
retail value. If the resident leaves during the first year of using
the equipment, 75% of the cost is refunded; during the second
year, 50% of the cost is refunded; and if he dies at anytime or
leaves after the second year, no refund is made. What is the
proper method of handling this item?
Reply—It is questionable whether the “sales” of the equip
ment to the residents are properly construed as sales; they are
more in the nature of bailments or rental arrangements, since if
the resident leaves the home during the first or second year fol
lowing his “purchase,” he receives a partial refund, but if he
should die during this period or leave after two years, he does
not get any refund. Nor does he, by implication, have the right to
have “his” equipment included in his estate, or take it with him
should he leave. Consequently, unless it can be said that title
actually vests with the resident, and that he may do as he pleases
with the equipment at any time, the amounts so received should
be treated as equipment rental income. Accordingly, if material,
25% of such rental fee should immediately be recognized as in
come, and the remaining 75% deferred. At the beginning of the
second year of use, another 25% of the original total should be
taken up as income. The remaining 50% should be transferred to
income at the beginning of the third year of use. Of course, in the
event the resident dies, any balance in his deferred equipment
rental account would be transferred to current income.
.23

Revenue from Agreement Not to Compete

Inquiry—Company A sold its 60% interest in Company B to
§ 5100.22
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the other stockholders of B. As a part of the contract, the share
holders of Company B agreed to pay a certain amount to Com
pany A under a noncompetition agreement lasting three years.
The amount is to be paid to Company A equally over this threeyear period. When does Company A recognize the amount as in
come, at the time of signing the contract, or 1/3 in each year?
Also, would it make any difference if a note was given by Com
pany B stockholders to Company A paying 1/3 of the amount in
each of the three years ?
Reply—Revenue recognition is discussed in Accounting Prin
ciples Board Statement No. 4, paragraphs 150-153. Revenue is
generally recognized when the earnings process is complete or
virtually complete and an exchange has taken place. Revenue
from services is recognized when the services have been per
formed and are billable.
Since Company A has agreed not to compete for three years, it
in effect is performing a ‘‘ service’’ for the buyers by not compet
ing. Therefore, the income from the agreement not to compete
should be recognized ratably over the three-year period. If a note
was received for the amount, the note would be recorded when
received and a deferred credit would set up for the income, which
would then be recognized over the three-year period.
.24

Discounts on Loans Receivable of Small Business Investment
Company

Inquiry—The financial statements of a Small Business Invest
ment Company state in the notes to the interest revenue account:
In most loans to small business concerns, the borrower pays a nonrefundable discount to the company which is recognized as income
when the loan is made.

Should such discounts more properly be treated as additional
financing income and be recognized as income over the period the
loans are outstanding?
Reply—The Small Business Act Rules and Regulations, Part
III, Revision 3, System of Account Classifications for Small
Business Investment Companies, effective March 31, 1969, dis
cusses unearned discount, fees, and other charges on debt securi
ties in paragraph 187, and states in Note 3, “Any fees and other
charges considered earned immediately upon closing of financing
through purchase of debt securities will be recorded in the income
account at once without first being entered in this account.’’ This
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probably would justify treating nonrefundable discounts as in
come at the time loans are made.
.25

Finished Parts Held by Manufacturer for Customers

Inquiry—Corporation A, a subcontractor manufactures pre
cision parts to customers’ specifications. Parts produced by
Corporation A are inspected by a customer’s quality control
representative and then held in a secured area in Corporation
A’s plant. Corporation A is entitled to full contract payment on
parts inspected and held in the secured area. Historically, there
has been a short time span between completion date and sched
uled shipment date, but recently production efficiency has im
proved to the extent that contracts are completed significantly
in advance of scheduled shipment dates. Based on the recent
experience of Corporation A, what is the proper date for revenue
recognition!
Reply—The realization criteria in paragraph 150 of Account
ing Principles Board Statement No. 4 state: “Revenue is gen
erally recognized when both of the following conditions are met:
(1) the earning process is complete or virtually complete, and
(2) an exchange has taken place.” Revenue should be recog
nized at the time of inspection and delivery to the secured areas,
since the realization criteria have been met. Corporation A
should disclose the method followed for income recognition as
part of its disclosure of accounting policies.
.26

Gain on Nonmonetary Exchange of Investments in Common
Stocks

Inquiry—Company B, which is 100% owned by Company A,
exchanged its 100% investment in Company C for a 43% invest
ment in Company D. Prior to the exchange, A held a 10%
investment in D. The market value of D’s stock, which is traded
publicly, was greater at the date of exchange than the carrying
basis of B’s investment in C. Does the difference between the
market value of D’s stock and the carrying basis of B’s invest
ment in C represent a gain to be included in the determination
of B’s net income for the period?

Reply—The exchange of C stock for D stock is a nonmonetary
transaction. Paragraph 18 of Accounting Principles Board
Opinion No. 29 states:
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The Board concludes that in general accounting for non
monetary transactions should be based on the fair values of
the assets (or services) involved which is the same basis as
that used in monetary transactions. Thus, the cost of a non
monetary asset acquired in exchange for another nonmonetary
asset is the fair value of the asset surrendered to obtain it,
and a gain or loss should be recognized on the exchange. The
fair value of the asset received should be used to measure
the cost if it is more clearly evident than the fair value of the
asset surrendered.

Accordingly, the difference between the market value of D’s
stock and the carrying basis of B’s investment in C represents a
gain which should be included in B’s income.
.27

Fees for Obtaining Contracts for Others

Inquiry—Corporation B performs engineering services for a
fee to assist contractors or subcontractors in obtaining con
tracts. Prior to negotiations between a contractor or subcon
tractor and a prospective client, the contractor or subcontractor
signs a letter of intent with B agreeing, subject to obtaining the
contract, to pay B a fee. When the contractor or subcontractor
signs a contract with a client, it becomes legally obligated to pay
B’s fee. B does not receive its fee until the contractor or sub
contractor collects the total contract price. When should B
record a fee as income?
Reply—Paragraphs 150-153 of Accounting Principles Board
Statement No. 4 discuss revenue recognition. Paragraph 150
states:
Revenue is generally recognized when both of the following
conditions are met:
(1) the earning process is complete or virtually complete, and
(2) an exchange has taken place.

Accordingly, B should recognize a fee as revenue when a con
tractor or subcontractor signs a contract with a client because
that is the date (as indicated in the Inquiry) that B is legally
entitled to receive its fee.

The next page is 4121.

AICPA Technical Practice Aids

§ 5100.27

4121

Section 5210
Depreciation and
Depletion
.01

Change in Depreciation Method for Newly Acquired Assets

Inquiry—A company followed the straight-line depreciation
method for a particular class of assets. Recently the company
began depreciating newly acquired assets of this class on an
accelerated basis, but the old assets remain on the straight-line
method. Is this a change in an accounting principle as defined in
Accounting Principles Board Opinion No. 20?
Reply—Paragraph 24 of APB Opinion No. 20, Accounting
Changes, states:
For example, a company may adopt a new method of amortization
for newly acquired, identifiable, long-lived assets and use that method
for additional new asset of the same class but continue to use the
previous method for existing balances of previously recorded assets
of that class. For that type of change in accounting principle, there
is no adjustment of the type outlined in paragraphs 19-22, but a
description of the nature of the change in method and its effect on
income before extraordinary items and net income of the period of
the change, together with the related per share amounts, should be
disclosed.

Therefore, the change described would represent a change in
accounting principle, subject to the treatment described in Sec
tion 420.06 of Statement on Auditing Standards No. 1 and APB
Opinion No. 20.
.02

Disclosure of Depreciation Expense

Inquiry—APB Opinion No. 12 states that the financial state
ments should disclose depreciation “expense” for a period.
Does ''expense” mean the total amount of depreciation accrued
(i.e. credited to the allowance for depreciation account) for the
period or the amount actually expensed after allowing for depre
cation included in overhead apportioned to inventories?
Appendix A, part D of APB Opinion No. 11 discusses depreci
ation “recorded in accounts.” Is APB Opinion No. 11 referring
to depreciation expense or to the depreciation accrual?
Reply—In concerns such as public utilities and trading or com
mercial enterprises, determination of the total provision for de
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preciation is usually simple since the amounts of depreciation
are generally identified in the expense accounts. In manufactur
ing concerns, however, there are difficulties in determining the
amount of depreciation to be disclosed. Depreciation is usually
included in overhead which in turn is distributed over a number
of departments and products and finds its way ultimately into
cost of sales through inventory accounts. To determine the
amount of depreciation which is included as a part of the cost of
merchandise sold may require an extensive and usually imprac
ticable, if not impossible, analysis of cost accounts. The auditor
usually solves the problem by suggesting that the amount of
depreciation charged to manufacturing costs and to expense
accounts be taken as representing the amount charged to income.
Obviously, this method does not correctly state the depreciation
charge which was recovered through sale of goods in which de
preciation was an element of cost. From a practical standpoint,
in view of the indicated difficulty, if not impossibility, of deter
mining the exact amount of depreciation included in cost of sales,
it has become recognized practice to report the amount of depre
ciation charged in the statement of income as that which has been
charged to manufacturing costs and to expense accounts, even
when amounts of depreciation included in inventories at the be
ginning and end of the period vary sufficiently to affect deprecia
tion included in cost of sales. Such practice also is acceptable to
the Securities and Exchange Commission.
The same rationale would apply to “depreciation recorded in
accounts. ’ ’
.03

Depreciation Method for Appliances in Apartment Building

Inquiry—What is the prevailing accounting treatment with
regard to the acquisition and depreciation of stoves, refriger
ators and like items for residential apartment buildings?
Reply—Although it was not possible to determine whether
there is any one prevailing accounting treatment regarding the
acquisition and depreciation of stoves, refrigerators and like
items for residential apartment buildings, the use of the com
posite rate method of accounting for the depreciation of these
items seems to be most practicable. This method works well where
the items under consideration have reasonably determinable use
ful lives, and assumes that those items which remain in use past
the average useful life will be offset by those which are retired
§ 5210.03
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within a below-average period of time. By maintaining only one
group account, recurring and numerous purchases present mini
mal bookkeeping problems, and considerable time is saved. When
an asset which is included in the group is purchased, the com
posite cost account is increased, and when an asset of the group
is retired, its cost is charged to the allowance for depreciation
account and credited to the composite cost account. Ordinarily,
no gain or loss is recognized in the accounts upon early retire
ment.
.04

Depreciation of Clothing Rented to Individuals

Inquiry—Company A maintains a stock of tuxedos, shoes and
related items which are rented to individuals. Management esti
mates that this stock will have a useful life of approximately two
years. Additional stock will be purchased from time to time as
required. At the end of each fiscal year, a complete physical in
ventory is taken of all items on hand. What is the most appropri
ate accounting treatment for the stock of rental clothing?
Reply—The clothing represents a fixed asset to be depreciated
over its estimated life. The estimated life should be adjusted
periodically to reflect experience and should not exceed two
years. The depreciation charge should be computed monthly
based on inventory at the beginning of the period plus additions
during the current year.
Logically it seems that loss and retirement of clothing will
relate to that clothing first purchased. Accordingly the first-in
first-out basis would appropriately account for such loss and
retirement.
.05

Classification of Costs of Constructing a Golf Course

Inquiry—How should the costs of constructing a golf course
be broken down into depreciable and nondepreciable classifica
tions?
Reply—For the costs incurred in constructing a golf course,
those expenditures made to change the land itself, exclusive of
buildings, should be treated as permanent improvements to the
land and are not, therefore, depreciable. These costs would in
clude clearing the land, building fairways, changing the contour
of the earth by moving and filling, building sand traps, and creat
ing water hazards. If trees are planted, and their lives can be
estimated, it would appear to be proper to depreciate these over
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such lives. In the absence of any reasonable estimate, trees and
shrubs should be carried at cost. Any structures such as build
ings, shacks or stands should be depreciated along with the costs
of any vehicles such as trucks or carts, and any equipment used.
A watering system should be depreciated as it is made of mate
rial that will not last indefinitely.
.06

Discontinuation of Depreciation on Demolished Hospital
Building

Inquiry—A tax-exempt hospital demolished a building con
structed five years ago at a cost of $200,000. This resulted in a
loss.
Since third parties reimburse the hospital for depreciation,
should the demolished building remain on the books and be
depreciated as if it were still in existence?
Reply—Since the building no longer exists, it is unreasonable
and improper to continue to carry the building on the books and
take depreciation. The demolition of the building resulted in a
loss which should be reflected in the accounts.

The next page is 4201.
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Interest Expense
.01

Deferral of Payment of Interest

Inquiry—A client experienced problems in meeting its current
obligations and reached an agreement with its primary creditor
concerning several mortgage loans. Under the agreement, the
interest rate on these loans will, for the present, be reduced from
10% to 8%, but the lender has the option in the future of increas
ing the interest rate to 11% to recover the foregone interest. At
the maturity date, any unpaid interest calculated at the original
10% rate will be due.
How should the interest expense be recorded on the client’s
financial statements?
Reply—Interest should be accrued at the rate of 10%, the
original rate under the mortgage loans. This debit would repre
sent the interest expense charged to income. The credit would be
segregated between current liabilities (an amount representing
the 8% rate) and noncurrent liabilities (an amount representing
the “deferred interest”).
.02

Interest on Mortgage Note Related to Cost of Living Index

Inquiry—A mortgage note contains a provision under which
the amount of monthly payments increases if there is an increase
in the Cost of Living Index. Should the increase in monthly pay
ments be considered as additional interest or allocated to princi
pal and interest?
Reply—The increase in monthly payments should be consid
ered interest.
.03

Computation of Interest Expense on Long-Term Redeemable
Bonds

Inquiry—A bank has issued four year non-negotiable savings
bonds with interest of 7% for the first year, 71/2 % for the second
year, 8% for the third year and 8%% for the fourth year. The
depositor has the option to request that he be paid his interest on
a semi-annual or annual basis, but few do so, and the normal
procedure is that the interest will be compounded and left on
deposit for the four years.
If a bond is redeemed prior to maturity, interest is paid to
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the bondholder at the rate of 5% per annum for the period that
the bond was held, less 90 days. Few instances of bond redemp
tion prior to maturity are anticipated.
Which of the following methods of accounting for interest
expense is appropriate?
(1) Accrue interest at 7% for the first year, 71/2% for the sec
ond year (plus the compounding factor), 8% for the third year
(plus the compounding factor), and 8^% for the fourth year
(plus the compounding factor), making a debit to the interest
expense and a credit to the accrued interest payable on four year
bonds.
(2) Determine the total amount of interest that will be due to
the holder upon the maturity of the bond and accrue a pro rata
share of this amount for each month of the four year period that
the bond is in effect.
Reply—A rate of interest should be used which reflects the
bank’s liabilities and assumes that the bondholders will not re
deem their bonds and not withdraw the interest prior to ma
turity. This is essentially the second approach above.
.04

Discounting Small Business Administration Disaster Relief
Loans

Inquiry—Under its disaster relief program, the small Business
Administration makes loans at a 1% interest rate to individuals
or companies that suffered financial losses from natural disas
ters. In financial statement presentation, should these loans be
discounted to the present value, or is this the type of loan that
is discussed in paragraph 3 of Accounting Principles Board
Opinion No. 21?
Reply—Paragraph 3(e) of APB Opinion No. 21, Interest on
Receivables and Payables, indicates that the Opinion does not
apply to “transactions where interest rates are affected by the
tax attributes or legal restrictions prescribed by a governmental
agency (e.g:, industrial revenue bonds, tax exempt obligations,
government guaranteed obligations, income tax settlements).... ’’
Therefore, SBA loans of this type would not have to be dis
counted to present value by using an imputed interest rate.
The next page is 4281.
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Section 5230
Pensions and
Retirement
Plans
.02

Excess Contribution Carryover from Unqualified to Qualified
Pension Plan

Inquiry—An unqualified pension plan was in effect for the fis
cal years 1961-1970 which the IRS never questioned until 1973.
Now they have disallowed deductions taken for the plan for the
years 1966-1970 and levied additional tax assessments. Assets
were transferred in 1970 from the old unqualified plan to a new
qualified plan. The IRS allowed $75,000 of these assets to be an
excess contribution carryover as they represent the disallowed
expenses. The balance of the assets represents contributions for
the years 1961-1965 for which the original expense could not be
disallowed, and they were used to reduce the initial accrued liabil
ity of the new plan.
What is the proper accounting for the $75,000 excess contribu
tion carryover?
Reply—The excess contribution carryover seems to qualify as
a prior period adjustment under paragraph 23 of Accounting
Principles Board Opinion No. 9. The effects of the adjustment
should be disclosed in the financial statements in the year of the
adjustment in accordance with paragraph 26 of APB Opinion
No. 9.
.03

Spreading Actuarial Gains and Losses

Inquiry—A corporation wishes to clarify the accounting for
cost of pension plans. Can the use of the “unit credit method”
accomplish the spreading of actuarial gains or losses as described
in paragraph 27 of Accounting Principles Board Opinion No. 8!
Reply—In discussing the “unit credit method” in paragraph
27, it is indicated that the actuarial gains ‘‘ reduce the maximum
pension costs deduction for the year of occurrence or the follow
ing year.” This reduction would not accomplish the spreading
of actuarial gains and losses as discussed in paragraph 30. In the
sentence which reads, “If this is not accomplished through the
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routine application of the method (for example, the unit credit
method—see Paragraph 27) ...,” the unit credit method is being
cited as an example which does not accomplish the necessary
spreading, and therefore a separate adjustment would be re
quired. Interpretation No. 13 to APB Opinion No. 8 discusses
actuarial gains and losses further.
.04

Unrealized Appreciation of Pension Fund Investments—I

retirement plan wants to record a portion of its
unrealized capital gains on securities. The main part of the un
realized gain to be recognized will be applied to increase the book
value of securities (and, correspondingly, to decrease unfunded
liability), and the remainder will be applied to the employer’s
current cost requirement for the year.
Should the recognition of unrealized appreciation on securi
ties, utilized by the actuaries in the actuarial assumption for
computing current costs and for reducing the unfunded liability
of the plan, be reflected in the financial statements of the retire
ment plan?
Also, if the unrealized appreciation on securities is reflected
in the financial statements of the plan, what method would be
acceptable for adjusting realized gains which have been com
puted based on the actual cost of individual securities, without
giving effect to the unrealized appreciation for each individual
security? Is it necessary to revalue each security in the portfolio
from the actual cost to actual cost plus the adjustment for un
realized appreciation so that the proper realized gains can be
accounted for?
Reply—The answer to the first question is found in paragraph
32 of Accounting Principles Board Opinion No. 8 which states
that the unrealized appreciation should be recognized in the ac
counts in the determination of the pension cost provision either
in the actuarial assumption or as described in paragraph 30.
As to the second question, reference should be made to para
graphs 26-32 of APB Opinion No. 8. With the exception of debt
securities mentioned in paragraph 32, both unrealized apprecia
tion and unrealized depreciation should be calculated for each
security in the portfolio and applied using one of the three meth
ods mentioned in paragraph 26, i.e., a) immediate recognition,
b) spreading, or c) averaging.
Inquiry—A
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Pages 134-5 of Accounting Research Study No. 8, Accounting
for the Cost of Pension Plans, contain a discussion of unrealized
appreciation (depreciation) of pension fund investments.
.05

Unrealized Appreciation of Pension Fund Investments—II

Inquiry—A pension plan has unrealized capital gains on se
curities. Would disclosure in the notes to the financial statements
of the effect of assuming the unrealized appreciation on
securities be an acceptable alternative to the nonrecogni
tion of unrealized appreciation in the balance sheet and income
statement?

Reply—Disclosure in notes to the financial statements of the
effect of the actuarial assumption on the unrealized appreciation
on securities is not an acceptable alternative to the nonrecogni
tion of unrealized appreciation in the financial statements.
.06

Deferred Compensation Payable To Surviving Spouse

Inquiry—Corporation A and its president entered into an
employment contract. The contract stipulated that if the presi
dent died while employed by Corporation A, Corporation A
would pay $500 a month to the president’s widow for the rest
of her life. Shortly after the contract was signed, the president
died. The present value of the estimated future payments by
Corporation A to the president’s widow is $x. Should Corpora
tion A accrue the $x?
Reply—Under APB Opinion No. 12, paragraphs 6-8, the
estimated amounts to be paid under a compensation contract
would normally be accrued over the period of active employment.
The president’s death accelerates recognition of a liability that
is reasonably determinable from actuarial tables. Accordingly,
the present value of the estimated future payments not pre
viously recognized should be accrued and recognized as an
expense.

The next page is 4381.
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Cost Allocation
.01

Transfer Pricing Between Manufacturing Division and Soiling
Division

Inquiry—X Company has two branches, both of which manu
facture and sell the same type of items. In one transaction, Branch
A made a sale of $100,000. Branch B shipped the merchandise for
this sale to Branch A. This merchandise had a cost on Branch
B’s books of $70,000. How should the revenues and costs of this
sale be allocated between Branches A and B?
Reply—When intracompany sales take place, revenues and
costs are allocated by establishing transfer prices. In this case,
the transfer price is the price Branch B will charge Branch A for
the merchandise. Transfer prices must be set in such a way as to
benefit the company as a whole, and consideration must be given
to the effects the transfer prices will have on management deci
sions.
There are basically two methods of setting transfer prices:
cost or market price. There are, however, many variations of
these methods.
The transfer price could be based on standard cost of produc
tion, standard cost plus a return on investment, actual cost, vari
able cost, marginal cost, or simply a price negotiated by the
divisions.
If there are outside suppliers of this product, the market price
may be used as the transfer price. Market prices have the ad
vantage of being relatively objective and, therefore, less subject
to argument. Market prices may encourage the branches to con
sider market forces and outside opportunities which, to a cer
tain extent, may be beneficial to the company. It is often difficult,
however, to find market prices which accurately reflect the op
portunity costs of intracompany sales.
Where intracompany transactions account for a large share of
the divisions’ sales, transfer prices must be chosen carefully so
that each division is encouraged to operate for the good of the
company as a whole. Where intracompany sales occur only oc
casionally and are not an important part of the division’s activi
ties, the choice of transfer prices is not as critical, and it may be
easiest to negotiate a price or simply allow one of the divisions
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a “sales commission.” In any event, the financial statements of
the branches should be footnoted to disclose the treatment of the
transaction.
No matter which transfer pricing method is chosen, the results
on the company’s financial statements will be the same, sales of
$100,00 and costs of goods sold of $70,000, since the intracompany sale will be eliminated in the consolidation.
.02

Costs of Research and Development Conducted for Others
Under Contract

Inquiry—Corporation A contracts to do research and de
velopment work for other organizations. The research and
development work is done under jointly sponsored programs.
Corporation A sells the results of its work (in the form of reports
and computer programs) to other companies at a price which is
only a fraction of the total cost but, when multiplied by the
number of sales, represents a cumulative dollar income well in
excess of the total cost. History has shown that sales represent
ing about 50 percent of the total estimated sales usually occur
by the end of the year in which the program is completed. The
remaining 50 percent usually occurs within three to five years
after the completion of a program. Generally, the results of
these programs have proved to be quite successful from both a
financial and technical viewpoint.

May the costs of the jointly sponsored programs, which are
in excess of revenues from the original sponsors but are recover
able from future sales, be considered as inventory; or should
such excess costs be expensed?
Reply—The costs of such programs which are in excess of
revenues from the original sponsors but are recoverable from
future sales are properly accounted for as inventory.
.03

Research and Development Costs Incurred by a Development
Stage Enterprise

Inquiry—What is the appropriate accounting for research and
development costs incurred by a company in the development
stage?
Reply—FASB Statement No. 7, Accounting and Reporting by
Development Stage Enterprises, concludes that no special ac
counting standards shall apply during the development stage.
§ 5240.02
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If the financial statements purport to be presented in accordance
with generally accepted accounting principles, research and de
velopment costs should be charged to expense as incurred, in
accordance with FASB Statement No. 2, Accounting for Re
search and Development Costs.
.04

Research and Development Costs for Internally Developed
Patents

Inquiry—Corporation A engages in research and develop
ment activities as defined in Financial Accounting Standards
Board Statement No. 2. Corporation A has incurred costs for
drawings, experimental models, development work, and for fees
payable to governmental agencies and attorneys related to pro
jects for which patents are pending or have been obtained.
Should such costs be deferred or expensed?
Reply—The costs for drawings, experimental models, and
development work are research and development costs as de
fined in FASB Statement No. 2 and should be recorded as ex
penses at the date incurred. The fees to governmental agencies
and attorneys are not research and development costs as defined
in Statement No. 2 and may be accounted for as costs of patents.
.05

Research and Development Costs as an Element of Factory
Overhead

Inquiry—Can research and development costs be an element
of factory overhead?
Reply — No. FASB Statement of Financial Accounting
Standards No. 2 provides that all research and development
costs be charged to expense when incurred. Including research
and development costs as an element of factory overhead would
result in partially deferring such costs because factory over
head is allocated to inventory.
However, paragraph 14 of FASB Statement No. 2 indicates
that a government-regulated enterprise deferring research and
development costs in accordance with the Addendum to APB
Opinion No. 2 has certain additional disclosure requirements.

The next page is 4411.
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Tax Allocation
.01

Balance Sheet Classification of Deferred Taxes—I

Inquiry—A company finds it advantageous to report its in
come on the cash basis for tax purposes because uncollected
income (receivables) can be expected to exceed unpaid expenses
(payables) each year. If the company continues to grow and re
mains profitable, the timing differences between tax and account
ing income can be expected to not reverse in the near future, and
the deferred tax liability may even grow from year to year.
Since the company will not realize the effects of this deferred
liability for taxes until some indefinite time in the future, why
should the deferred taxes be classified on the balance sheet as a
current liability?
Reply—In accordance with Accounting Principles Board Opin
ion No. 11, deferred taxes which relate to current assets and cur
rent liabilities should be classified as a current liability.
Although the balance in the deferred tax account may indeed
increase from year-end to year-end, its individual components
reverse each year, as the prior year’s receivables are collected
and the accruals paid. Thus, part of each year’s tax payment
results from transactions recorded on the books in prior years,
and transactions of the current year result in new deferred taxes.
To remove such deferred taxes from current liabilities be
cause the amount thereof increases from year to year seems no
more justifiable than it would be to remove from current assets
the corresponding receivable because the amount thereof con
tinues to increase from year to year and is therefore never col
lected.”
.02

Balance Sheet Classification of Deferred Taxes—II

Inquiry—A contractor is on the cash basis for income tax
purposes but prepares financial statements on the accrual basis.
As a result, there are timing differences due to the revenue from
accounts receivable not recorded for tax purposes and ex
penses relating to accounts payable which are not deducted on
the income tax returns. Income taxes resulting from the timing
difference and income taxes on the accrual basis income are
shown as separate captions in the income statement. Related de
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ferred taxes are shown on the balance sheet as a current liability.
This treatment has a material effect on working capital, which is
important to the contractor for bonding purposes and also for
pre-qualification with various governmental agencies. What is
the proper balance sheet classification for the deferred taxes?
Reply—Paragraph 57 of Accounting Principles Board Opinion
No. 11 states in part, ‘‘deferred charges and deferred credits re
lating to timing differences . . . should be classified in two cate
gories—one for the net current amount and the other for the net
noncurrent amount. . . . The current portions of such deferred
charges and credits should be those amounts which relate to
assets and liabilities classified as current.”

Thus if the only difference between income tax reporting and
the financial statements results from recording current accounts
receivable and accruing current liabilities, the full credit for
deferred income taxes should be included in current liabilities. To
the extent that the difference between tax reporting and the fi
nancial statements is reflected in depreciation, in noncurrent re
ceivables, or in other noncurrent assets, it would be appropriate
to classify deferred taxes resulting therefrom as a noncurrent
deferred credit.
.03

Income Statement Presentation of Operating Loss Carryback

Inquiry—What is the proper income statement presentation
of income tax credits resulting from an operating loss when
extraordinary gains exceed this loss? The situation of a client is
as follows:
1. Current year’s operating loss equals $100,000.
2. Extraordinary gains equal $200,000. There are no
capital gains.
3. Actual income taxes payable is $45,000.
4. The amount of taxes actually available for refund
through the carryback of the operating loss of $100,000
equals $18,000 since the company sustained a loss in
the immediately preceding year which resulted in the
refund of all but $18,000 of taxes paid during the pre
ceding three years.

Reply—Interpretation No. 11 to Accounting Principles Board
Opinion No. 11, Accounting for Income Taxes, contains an illus§ 5250.03
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tration of the presentation to be used in similar situations. A
note to the illustration indicates that the refund should be com
puted at the amount actually refundable regardless of current
tax rates. Therefore, the appropriate presentation would be as
follows:

Loss before refundable income taxes............... $(100,000)
Refund of prior year’s income taxes arising
from carryback of operating loss.............
18,000
Loss before extraordinary items....................... $ (82,000)
Extraordinary items, net of applicable
tax effect:
Description of items ($200,000 less tax
effect of $63,000)......................................... 137,000
Net income.......................................................... $ 55,000
.05

Realization of Tax Benefit of Loss Carryforward

Inquiry—What is the proper method of reporting the reduc
tion in current income taxes resulting from the realization of the
benefit of a carryforward of a prior year net operating loss?
Reply—Accounting Principles Board Opinion No. 11, para
graph 61 states, “When the tax benefit of an operating loss
carryforward is realized in full or in part in a subsequent period,
and has not been previously recognized in the loss period, the tax
benefit should be reported as an extraordinary item in the results
of operations of the period in which realized.”
Paragraph 61 of APB Opinion No. 11 is not modified or
amended by APB Opinion No. 30.
.06

Tax Effect of Permanent Tax Differences in Business
Combination

Inquiry—Company A acquired a subsidiary in a business com
bination which was treated as a purchase. As a result of assign
ing values to the acquired assets in accordance with Accounting
Principles Board Opinion No. 16, a permanent tax difference
arose.
Subsequent to the acquisition, a quasi-reorganization occurred.
At the time of the quasi-reorganization, there were substantial
loss carryforwards for both tax purposes and accounting pur
poses. In years after the quasi-reorganization, Company A’s
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operations included additional and unrelated timing differences
involving the capitalization for accounting purposes of interest
and taxes.
Financial statements for the present and recent periods show
operating profits before income taxes. Such operating profits in
clude amortization of the permanent difference described above
to operations and also include timing differences described above.
Should the tax effect of the permanent differences be charged to
additional capital or to income?
Reply—Paragraph 49 of Accounting Principles Board Opinion
No. 11 and Interpretation 16 to Opinion No. 11 indicate that the
tax effect of the permanent difference should be charged to capi
tal surplus rather than being charged to income.
.07

Tax Effect of Undistributed Earnings of Newly Acquired
Subsidiary

Inquiry—Parent Company acquired a 100% interest in a sub
sidiary in a purchase transaction. The retained earnings of the
subsidiary are also its accumulated earnings and profits as de
fined in the Internal Revenue Code and will be taxable as divi
dends upon distribution. There is no evidence, nor is it intended,
that the subsidiary has invested or will invest the undistributed
earnings indefinitely nor that the undistributed earnings will be
remitted in a tax-free liquidation.

Should the potential tax effect of the subsidiary’s undistrib
uted earnings be recognized on the assumption that these earn
ings would be transferred to the Parent Company?
Reply—Since the parent could presumably decide on the al
ternative of a tax-free liquidation and transfer in this situation,
the issue seems highly conjectural. However, if the retained earn
ings at acquisition are expected to be distributed as dividends, the
tax effect should not be recorded at the time of acquisition, but
charged to income when the dividend is paid to the parent com
pany.
.08

Intercompany Tax Allocation for Consolidated Companies

Inquiry—A CPA, presently engaged in the examination of the
financial statements of a group of corporations comprised of a
parent holding company and three wholly owned subsidiaries,
expects both separate financial statements of each company for
§ 5250.07
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credit purposes, and consolidated financial statements will be
prepared.
The subsidiaries will each have a net taxable income, but the
parent expects to have a net taxable loss. A consolidated tax re
turn is expected to be filed for all the corporations.

It will be necessary to disclose in a footnote on the statements
of each subsidiary that a consolidated tax return is being filed
and that tax expense has been allocated to each member of the
group. What method of tax allocation should be used in such a
situation?
Reply—This is primarily a legal, not an accounting question.
When a group of companies has agreed to file a consolidated tax
return, such companies must have agreed, explicitly or implicitly,
on how such tax is to be paid. If there is no such agreement in
writing, it would appear desirable that a written agreement be
made between the respective boards of directors to guide the
officers of the companies in making such allocation. The attorneys
for the client should be consulted to determine how the liability is
to be spread.

There are two different methods which have usually been used.
In either case each company determines its income tax liability
on a separate company basis. Under one method those companies
which show positive taxes would share the total tax to be paid in
the ratio of their separate-basis tax returns. In the other method,
each subsidiary would be charged or credited by the parent with
the tax or tax benefits to be shown in a separate return. The par
ent company would then enjoy the benefit or incur the loss result
ing from a consolidated filing, on the theory that the consolidated
return resulted from the parent’s investment in the subsidiaries.
.09

Tax Allocation Among Subsidiaries of Public Utility Holding
Company

Inquiry—Several subsidiaries of a holding company are regu
lated public utilities. For federal income tax purposes, the utili
ties file a consolidated tax return with other companies in the
controlled group. For rate setting and their own accounting pur
poses, however, they compute their federal income taxes as if
they were not members of a controlled group.

Which is the proper method of accounting for income taxes in
this situation?
AICPA Technical Practice Aids
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Reply—The allocation between subsidiaries of taxes payable
on a consolidated federal income tax return is essentially a legal
matter, because it affects the nature of the agreement between the
companies when they agreed to file such a return.

In its regulation of public utility holding companies, the SEC
requires the allocation of taxes computed on consolidated tax re
turns between companies on the basis of the tax that would be
paid if separate tax returns had been filed; no provision is made
for credits to companies with losses. This ruling is a function of
the SEC’s regulation of operations of public utility holding sys
tems.

On the other hand, some accountants have recommended that
each subsidiary in a tax consolidation credit the parent company
for the amount of its income tax computed on a separate entity
basis. Similiarly, any subsidiary with tax losses should receive
credit from the parent for the benefit of such losses. The differ
ence between this net amount and the total tax represents the tax
of the parent company. The underlying theory is that it is the
parent’s investment which permits a consolidated return to be
filed.
The method to be followed should be determined by the com
panies involved, preferably by a formal agreement of the respec
tive boards of directors.
.10

Shipbuilders’ Capital Construction Reserve Funds

Inquiry—A company is the nonsubsidized owner and operator
of ocean-going cargo vessels. Under the Merchant Marine Acts of
1936 and 1970, current income of such companies is exempt from
income tax to the extent that it is deposited in a special fund for
the future purchase of American flag vessels. The tax basis of the
assets purchased from the special fund is zero, and therefore the
tax advantage is reversed as depreciation for tax purposes will
be less than book depreciation in future years.
The company is planning a substantial shipbuilding program.
How should the deferred taxes arising from the deposits in the
special fund be handled?
Reply—In paragraph 41 of Accounting Principles Board Opin
ion No. 11 and APB Opinion No. 23, paragraph 2, the Board
stated that it had decided to defer any conclusion as to whether
interperiod tax allocation should be required in this special area.
§ 5250.10
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This deferral of conclusion should relate only to the funds on
deposit.
Therefore, even if the shipping company elects to defer to fu
ture years the tax effect equivalent to that portion of the profits
which are deposited in the “Special Funds,” deferred taxes
should still be provided on funds not so deposited. When the
timing difference reverses, if the tax effect is still being deferred
as the result of deposits in the Special Fund, the effect of the re
versal should be included in income.

»—► The next page is 4501.

AICPA Technical Practice Aids

§ 5250.10

4501

Section 5260

Estimated Losses
.01

Recognition of Estimated Losses on Uncompleted Contracts

Inquiry—An engineering firm manufactures and sells tele
metry components on the basis of bids previously submitted to
customers. In some cases, engineering time is required to modify
a component to customer specifications. Since the amount of
required engineering time is not known at the time a bid is sub
mitted, costs to complete a particular job may exceed the bid
price. The firm completes all jobs.
Presently all costs that accumulate on a particular job (direct
materials, labor, and applied manufacturing and engineering
overhead) are charged to that job and treated as work in process,
even though the costs may exceed the selling price. Once the job
is completed, it is taken out of work in process inventory and
treated as costs of completion in the month that the job is
shipped. Therefore, a loss on a job is recognized only when the
job is shipped. When cost to complete a job is expected to exceed
the bid price, what disclosure should be made on the balance
sheet?

Reply—The problem faced by the firm is not primarily one of
disclosure but rather that of satisfying the generally accepted
accounting principle of “providing for losses which are reason
ably certain to occur. ’’

It is assumed that the firm is accounting on the completedcontract basis. With regard to construction companies using this
method of accounting, Accounting Research Bulletin No. 45,
Long-term Construction-type Contracts, paragraph 11 states,
“Although the completed-contract method does not permit the
recording of any income prior to completion, provision should be
made for expected losses in accordance with the well established
practice of making provision for foreseeable losses.” The same
concept applies to companies accounting under the percentageof-completion method, (ibid., par. 6)
A possible journal entry to recognize the loss would be a
charge to “Estimated Loss on Uncompleted Contracts” while
crediting “Estimated Liability for Loss on Uncompleted Con
tracts. ’ ’ This estimated liability could then be deducted from any
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excess of accumulated costs over related billings (or added to
any liability arising from billings in excess of accumulated costs)
for balance sheet purposes. If the loss is not deductible for tax
purposes, part of the income tax paid should be set up as a de
ferred charge.

The next page is 4601.
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Section 5290

Other Expenses
.01

Income Statement Treatment of Royalty Payments

Inquiry—A company has a license agreement to manufacture
an industrial machine which was designed by the licensor. The
company must pay a royalty of 10% of all sales made to cus
tomers other than the licensor and their co-designer. All sales
made to the licensor and the co-designer are quoted at a lower
price which reflects the fact that royalties will not have to be paid
on those sales. How should the royalty payments be treated on
the income statement?
Reply—There are no specific pronouncements which indicate
how royalty payments should be classified on the income state
ment. However, royalties should not be deducted from gross sales
to arrive at net sales. Royalties are considerably different from
sales discounts and allowances. The licensee usually bears the
risk of collection and would have to pay the royalty whether or
not the customer pays the licensee. In addition, the royalty pay
ments would not represent a manufacturing cost which would
become part of the cost of sales. Classifying royalty payments
as a manufacturing cost would cause the balance sheet to reflect
a liability which has not yet been incurred. Therefore, it would be
appropriate to treat royalty payments as a selling expense in the
income statement.

The next page is 4751.
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Prior Period
Adjustments
.01

Loss on Cost Overrun Claim Under Government Contract

Inquiry—A client recently completed a grubbing and clearing
contract for the United States Army Corps of Engineers. The
contractor’s direct costs totaled approximately twice the con
tract amount upon completion of the contract. The contrac
tor filed a modification claim requesting an increase in the
contract amount. The claim appears reasonable considering the
total contract costs and the conditions which created the sub
stantial cost overrun. This claim was recorded as a receivable.
If the company eventually collects an amount substantially less
than the recorded receivable, is the difference a current charge
to operations or a prior period adjustment?
Reply—A loss, relating to a prior period “cost overrun” in
connection with a government contract, would appear to meet the
criteria of a prior period adjustment as described in paragraphs
23 and 24 of Accounting Principles Board Opinion No. 9.

The next page is 4801.
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Section 5400

Extraordinary Items
.01

Loss on Abandonment of Sales Project

Inquiry—A company is engaged primarily in commercial and
agricultural land sales, but some retail land sales and condo
minium sales are also made. The company acquired a retail land
sales project under an agreement stating that, if the company
did not desire to pursue the project, the property would be re
turned with no liability to the company.
The company invested a considerable amount of money in the
project, but because of the declining state of the economy, the
company decided to return the project to the original owner be
fore any sales had been made.
Does the abandonment of the project represent a disposal of
a segment of the business, an unusual and nonrecurring extra
ordinary loss, or an ordinary loss?
Reply—Paragraph 13 of Accounting Principles Board Opinion
No. 30 describes a segment of the business as “.. . a component
of an entity whose activities represent a separate major line of
business or class of customer. ” Paragraph 20 of the Opinion sets
forth the two criteria for classification of an event or transaction
as an extraordinary item. Although the criterion of infrequency
of occurrence is met, it does not appear that the unusual nature
criterion, described as “the possession of a high degree of ab
normality, and of a type clearly unrelated to, or only incidentally
related, to the ordinary and typical activities of the entity,”
portrays this transaction.
If the company’s formal decision to disengage itself from re
tail land sales applies to its entire retail land sales operation,
the write-off should be considered as part of the sale of a segment
of a business, but the segment to be accounted for must be the
whole retail land sales operation. Otherwise, the write-off should
be accounted for in accordance with paragraph 26 of APB Opin
ion No. 30 as a material transaction that occurs infrequently, but
does not meet the criterion for classification as unusual in nature.
.02

Sale of Cotton Futures Commitment Contracts

Inquiry—A textile manufacturer entered into firm purchase
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commitments for cotton at a very favorable price. At the present
time, the corporation has an unusually long position of purchase
commitments at a low fixed price. Some of these contracts may be
sold at a tremendous profit which is extremely material in rela
tion to normal operating income. This results from the tremen
dous increase in cost of raw cotton during recent months. The
corporation has not sold such commitment contracts in the past;
nor does it anticipate selling such contracts in the future.
Will the sale of cotton futures commitment contracts be con
sidered an extraordinary item?
Reply—Paragraphs 19-22 of Accounting Principles Board
Opinion No. 30 discuss the criteria for extraordinary items. In
order to be classified as an extraordinary item, an event or trans
action would have to be both unusual in nature and infrequent in
occurrence. The transaction would not meet the “unusual na
ture” test. Making a commitment for future delivery of cotton
to insure a source of supply would be part of the normal opera
tions of a textile manufacturer. Any resulting gain or loss would
therefore be considered ordinary. Although the corporation has
not sold such commitment contracts in the past; nor does the
corporation anticipate selling such contracts in the future, any
gain realized on the sale of such a contract should not be con
sidered an extraordinary item under APB Opinion No. 30. How
ever, it should be shown as a separate line item in the income
statement in accordance with paragraph 26 of the Opinion.
.03

Gain on Involuntary Conversion

Inquiry—Corporation A realized a material gain when its
facilities located in a designated floodway were acquired by
Urban Renewal. How should the gain be reported?

Reply—The act of Urban Renewal acquiring the property
may be viewed as a form of expropriation under paragraph 23
of Accounting Principles Board Opinion No. 30. Paragraph 23
indicates that a gain or loss from sale or abandonment of prop
erty, plant, or equipment used in the business should be in
cluded as an extraordinary item if it is the direct result of an
expropriation. Accordingly, the gain should be reported as an
extraordinary item and presented in the income statement in
accordance with paragraphs 10-12 of the Opinion.
§ 5400.03
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If gain is not reported for tax purposes in the current
period because all the proceeds received from Urban Renewal
were reinvested in new facilities, deferred taxes should be ac
counted for in accordance with APB Opinion No. 11.

The next page is 4851.
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Earnings Per Share
.01

Earnings Per Share on Combined Financial Statements

Inquiry—Combined financial statements are prepared for a
large group of family owned corporations. How should earnings
per share be shown on these financial statements?
Because of the great differences in values between the shares
of the twenty corporations, it would seem inappropriate to at
tempt to arrive at some kind of total earnings per share. Further
more, it could be very misleading to imply that a share of owner
ship in one corporation entitled a particular family member to
a share of the combined companies.
Reply—Earnings per share may be presented when combined
financial statements include only two entities and reasonable
assumptions can be made about the shares to be used in the com
putations.
However, presentation of earnings per share would not be ap
propriate in this situation because of the large number of cor
porations and stock issues involved.
.02

Earnings Per Share of Wholly-Owned Subsidiaries

Inquiry—The annual report of a holding company with five
wholly owned subsidiaries shows the consolidated net income and
earnings per share of the companies. If the report also includes
the individual income statements of the five subsidiaries, is it
necessary to include individual earnings per share figures?
Reply—Paragraph 6 of Accounting Principles Board Opinion
No. 15 concerning earnings per share states in part:
This Opinion also does not apply to parent company statements
accompanied by consolidated financial statements, to statements of
wholly-owned subsidiaries, or to special purpose statements.

Therefore, it is not necessary to show earnings per share fig
ures for the subsidiaries.
.03

Weighted Average Shares Outstanding for an Interim Period

Inquiry—A company retired some of its common stock during
the first quarter of its fiscal year. Should earnings per share for
the interim period be based on annualized weighted average
shares outstanding or the weighted average shares outstanding
during the period?
AICPA Technical Practice Aids
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Reply—Interpretations No. 64 (Total of Quarters May Not
Equal Annual EPS) and No. 80 (Debt Eligible Only While Out
standing) to Accounting Principles Board Opinion No. 15 lead
to the conclusion that computations on an interm basis are inde
pendent, and that interim earnings per share need not necessarily
equal the amount computed for the year. Therefore, the earnings
per share computation should be based on the weighted average
shares outstanding during the interim period, and not on an
annualized weighted average.
.04

Earnings Per Share for Two Classes of Common Stock

Inquiry—A corporation has two classes of stock outstanding.
Class A stock has certain provisions attached to it that allow
Class A stockholders a larger share of any dividends than Class
B stockholders. Upon dissolution of the corporation, however,
holders of Class A stock may receive only the par value of the
stock plus 6% of the retained earnings.
How should earnings per share be determined for the Class A
stock?
Reply—In the event of dissolution, Class A stockholders will
receive the par value of their stock plus 6% of the retained earn
ings; therefore, the portion of each year’s net income allocable
to the Class A stock should be the amount of cash or stock divi
dends credited to such stock, plus (or minus) 6% of net income
(or deficit) for the year after deducting cash and stock dividends
on both classes of stock.
The earnings per share for the Class B stock would be based
upon earnings remaining after the portion assigned to the Class
A stock.
This assumes that dividends payable to the Class B stockhold
ers would be limited to the percent payable on Class A stock,
either by written agreement or by unwritten understanding. If
however, there is no such limitation on dividends payable for
Class B stock, in determining the earnings per share of such
Class B stock, the earnings attributable to the Class A stock
should be limited to cash and stock dividends credited to it.
.05

Earnings Per Share with Contingently Convertible Class B Stock

Inquiry—A corporation has two classes of common stock.
Class B stock is “founders’ stock” and is convertible at any time
into Class A stock on the basis of one share of A for each five
§ 5500.04
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shares of B. However, in the event that the company attains a
certain earnings level, the Class B can be converted to Class A on
a one-for-one ratio. There is a limit on the number of shares of B
that can be converted one-for-one each year, and it would take
nearly seven years of operations at the required earnings level
for all the shares of B to be converted on this basis. Furthermore,
the earnings level required for the favorable conversion will in
crease from year to year based on the number of shares of B that
have previously been converted.
How should these two classes of stock be considered in deter
mining the earnings per share?
Reply—In determining the effect on earnings per share of con
tingently convertible Class B stock, it is necessary to assume
that the current level of earnings will continue. Therefore in de
termining the number of shares to be converted on a one-for-one
basis, assume conversion in each year until the effect of the con
verted shares would increase the required earnings to a point
where no more shares would be converted at the current level. In
this way, computations of earnings per share resulting from con
tingent issuance of shares is based not upon any prediction of the
future results, but on an arbitrary assumption that present earn
ings levels are continued. See paragraphs 62 and 64 of Account
ing Principles Board Opinion No. 15, and Accounting Interpreta
tion 91 to APB Opinion 15.
In computing fully diluted earnings per share, increased earn
ings should be assumed sufficient so that all Class B shares would
be converted. If the earnings per share figure, based on the ad
ditional income required divided by the additional number of
shares then outstanding, would be dilutive, that figure should be
reported as fully diluted earnings per share.
.06

Earnings Per Share with Cumulative Preferred Stock

Inquiry—A corporation has 24,000 shares of $10 par value
common stock and 25,000 shares of $10 par value preferred stock
outstanding.
The preferred stock was issued in 1972 for full value, with 6%
preferred dividends, cumulative; preference in distribution for
face value plus unpaid dividends; and conversion privilege after
fifth year at the rate of 10 preferred shares for 7 common shares,
plus one common for each $10 of unpaid preferred dividends. For
AICPA Technical Practice Aids
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the fiscal year ended in 1974 the net income after income taxes
but before preferred dividends was $39,000; for the prior year,
$17,000. No dividends have been paid on the preferred stock and
the two years’ dividends amount to $30,000. The stocks are
closely held and have no determinable market value.
How should earnings per share be calculated under these cir
cumstances ?
Reply—Assuming the preferred stock should not be considered
a common stock equivalent, and there are no options, warrants,
or other potentially dilutive securities outstanding, earnings per
share would be calculated as follows:
1974
1973
Primary Earnings Per Share:
Number of common shares .... 24,000 sh. 24,000 sh.
$17,000
Net income.................................. $39,000
15,000
Preferred dividends earned. . . . 15,000
Income applicable
to common shares........... $24,000
Income per common share....... $1.00

Fully Diluted Earnings Per Share:
Number of fully diluted shares:
Common shares.................... 24,000 sh.
Conversion of preferred
excluding dividend factor.. 17,500
Additional shares for
unpaid dividends............... 3,000
Total................ 44,500 sh.

$ 2,000

24,000 sh.
17,500
1,500
43,000 sh.

Income (before
preferred dividends) ............ $39,000

$17,000

Income per common share—
assuming full dilution............. $ .88

$ .40
*

* As this is greater than the primary per-share figure, it is
anti-dilutive and therefore should be disregarded.
Therefore, the amounts to be reported are:
Income per common share...... $1.00
$ .08
Income per common share—
assuming full dilution............. $ .88
§ 5500.06
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.07

Earnings Per Share with Noncumulative Preferred Stock

Inquiry—A corporation has two types of stock outstanding:
no par common stock and $100 par, 7% noncumulative preferred
stock. How should earnings per share be shown if no dividends
have been declared?

Reply—Paragraph 50 of Accounting Principles Board Opinion
No. 15 states in part:
If interest or preferred dividends are not cumulative, only the interest
accruable or dividends declared should be deducted. In all cases, the
effect that has been given to rights of senior securities in arriving at
the earnings per share should be disclosed.

This matter is also discussed in Accounting Interpretation No.
21 to APB Opinion 15.
Therefore, if no dividends have been declared on the non
cumulative preferred stock, the earnings per share should be
computed as if no such preferred stock were outstanding. There
should be disclosure that no provision has been made for divi
dends on the preferred stock because the stock is not cumulative
and no dividends have been declared.
.08

Callable Debentures in Determining Shares Outstanding

Inquiry—A client issued convertible debentures several years
ago. The call date for these debentures is now only a few weeks
away, and the client fully intends to call all of the securities on
this date.
How should this debt be considered in calculating earnings
per share on the financial statements dated two weeks after the
call date ? Although the debentures may technically be convertible,
for practical purposes they are nonconvertible. Should the debt,
therefore, not be considered in determining earnings per share?

Reply—The convertible debentures would be included in the
earnings per share computations according to Accounting Prin
ciples Board Opinion No. 15 until the time they are called. Refer
to APB Opinion No. 15, Interpretation No. 25 entitled Weighted
Average of Shares Outstanding. As indicated there, a weighted
average gives due consideration to all shares outstanding and
assumed to have been outstanding during a period. Assuming the
shares are called on the call date, the earnings per share compu
tations should give consideration to the convertible debentures
AICPA Technical Practice Aids
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up to that time. It does not mean that the convertible debentures
should be ignored in computing earnings per share.
.09

Conversion Price of Debentures for Computing Fully Diluted
Earnings Per Share

Inquiry—A company has issued debentures which are convert
ible into shares of the company from date of issuance through
January 1, 1980 at $50 per share (substantially below current
market price and market price at date of issuance). The new con
version price, to be established on January 1, 1980, will be fixed
through maturity of the debentures in 1990. Management esti
mates that the conversion price established on January 1, 1980
will approximate the current conversion price.

What conversion price should be used in computing fully di
luted earnings per share from the date of issuance of the deben
tures to January 1, 1980?

Reply—The section on convertible securities in Part 1 of the
Introduction to AICPA Accounting Interpretations of APB
Opinion No. 15 indicates:
Convertible securities which require the payment of cash at conver
sion are considered the equivalent of warrants for computational
purposes. Both the treasury stock method and the if converted
method must be applied.

Paragraphs 36-38 of Accounting Principles Board Opinion No.
15 discuss the treasury stock method and paragraphs 51-53 pro
vide computational guidelines for the “if converted method.”
Paragraph 58 deals with the conversion rate or exercise price to
be used in computing fully diluted earnings per share, and states:
Fully diluted earnings per share computations should be based on
the most advantageous (from the standpoint of the security holder)
conversion or exercise rights that become effective within ten years
following the closing date of the period being reported upon.

The conversion price to be used in connection with the “if con
verted method” should be $50 per share. Management estimates
that the projected market price as of January 1, 1980 would be
such that the new conversion price would approximate the $50
per share fixed conversion price from the date of issuance to
January 1,1980. Therefore, the $50 is effectively the most advan
tageous exercise price and should be used under the “if converted
method.’’
§ 5500.09
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.10

Convertible Debentures Held by Federal Government

Inquiry—A wholly-owned subsidiary purchased a utility from
the federal government. As part of the consideration in this
purchase, debentures with an interest rate of 2% were issued to
a department of the federal government. These debentures are
payable in ten years or convertible at that time to 20% of the
common stock of the subsidiary.
Should these debentures be considered as common stock equiv
alents in the determination of earnings per share on the con
solidated financial statements?
Reply—Paragraph 65 of Accounting Principles Board Opinion
No. 15 says in part:
At times subsidiaries issue securities which should be considered com
mon stock equivalents from the standpoint of consolidated and parent
company financial statements for the purpose of computing earnings
per share. This could occur when convertible securities, options, war
rants or common stock issued by the subsidiary are in the hands of
the public and the subsidiary’s results of operations are either con
solidated or reflected on the equity method.

It appears that the key consideration in this problem is
whether the debentures are deemed to be “in the hands of the
public” as discussed in paragraph 65. Since the United States
Government does not make it a general practice to acquire com
mon stock investments in commercial enterprises, the debentures
held by the United States should not be considered as common
stock equivalents. The client may wish to include disclosure of
why these debentures are treated in the manner suggested since
a 2% interest rate would normally require that the debentures be
considered common stock equivalents.
.1 1

Warrants Outstanding for Less Than Three Months

Inquiry—Under paragraph 36 of Accounting Principles Board
Opinion No. 15, it is recommended that any assumption that out
standing warrants will be exercised should not be reflected in
earnings per share until the market price of the common stock
has been in excess of the warrants’ exercise price for substan
tially all of three consecutive months ending with the last month
of the period.
A company issued warrants one month prior to the end of its
fiscal year. Should the earnings per share figure reflect these out
standing warrants? If so, should the prior three-month period or
AICPA Technical Practice Aids
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only the last month be considered in determining the market
price ?
Reply—As the warrants have been outstanding only one month
prior to the end of the fiscal year, it is not required that the earn
ings per share reflect the stock represented by the warrants.
.1 2

Five Year Options as Common Stock Equivalents

Inquiry—A company instituted a stock option plan under
which 25% of the options are exercisable each year commencing
in one year. In computing earnings per share, how should these
installment options be considered?
Reply—Since all the options are exercisable within five years
of the balance sheet date, paragraph 36 of Accounting Principles
Board Opinion No. 15 requires that the options involved be con
sidered common stock equivalents, and included in earnings per
common share and common share equivalent whenever the
market price exceeds the exercise price.
If the common stock equivalent had not been exercisable or
convertible within five years of the balance sheet date, paragraph
57 of APB 15 would require that the options not be considered in
computing earnings per share.
.13

Shares Held as Collateral Under Subscription Agreement

Inquiry—A corporation had 150,000 shares of common stock
outstanding and granted options for an additional 50,000 shares.
The options were exercised, and shares were issued upon execu
tion of a subscription agreement and a note for the total option
price payable in ten annual installments. Counsel has advised
that under state law shares acquired under such a subscription
agreement are entitled to full vote and dividends even though
they are not fully paid and are held as security under the agree
ment. The corporation cannot enforce payment for the shares
under the agreement. If the purchaser defaults, the company just
does not release the shares.
The corporation has no other options, warrants, convertible
debentures or other potentially dilutive securities outstanding.
After the exercise of the options as described above, how
should the earnings per share be calculated?
Reply—Since the shares have been issued and are merely
being held as collateral in connection with the subscription agree
§ 5500.12
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ment, and based upon the fact that legal counsel has advised that
the shares issued under the agreement are entitled to full vote
and dividend rights, earnings per share should be computed using
200,000 shares outstanding.
The question of what happens should the “optionees” default
under the subscription agreement should not alter the fact that
at the present time the 50,000 shares are issued and the purchaser
has the right to vote the shares and to receive any dividends. If
the purchaser defaults, the disposition of the common stock and
paid-in capital and any collections made to date would depend
upon applicable state law and legal counsel would have to be
consulted.
.14

Net Loss Per Share With Subsequent Granting of Stock Options

Inquiry—A client, a closely held corporation, suffered a net
loss for the period just ended. Nonconvertible debt of the cor
poration was held by its parent corporation at the balance sheet
date.
Subsequent to the balance sheet date, the liability was con
verted to common stock. A large number of additional shares
were also issued for cash, and options to purchase additional
shares were granted but not exercised.
At the balance sheet date, the parent company owned 90% of
the clients’ stock. After the above transactions, the parent owns
66% of the stock, and if all the options are exercised, no stock
holder will own more than 50% of the corporation.
How should earnings per share be calculated in this situation,
and what supplementary information is necessary in the financial
statements of the client?
Reply—Computations of earnings per share data for a situa
tion such as this is covered by paragraphs 22 and 23, paragraph
38, and paragraph 40 of Accounting Principles Board Opinion
No. 15, Earnings per Share. Basically, the primary earnings
per share should be related to the capital structure existing dur
ing each of the various periods presented. Therefore, the pri
mary loss per share would be based on the shares of stock out
standing at the balance sheet date. The purpose of fully diluted
earnings per share data is to show the maximum potential dilu
tion of current earnings per share on a prospective basis. There
fore, the supplementary earnings per share would normally re
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fleet the conversion of the liability, the additional shares sold for
cash, and the shares applicable to the options. However, para
graph 40 of Opinion No. 15 indicates that computations of fully
diluted earnings per share data for each period should exclude
those securities whose conversion, exercise, or other contingent
issuance would have the effect of increasing the earnings per
share amount or decreasing the loss per share amount. There
fore, for this situation, there should be footnote disclosure of the
subsequent transactions relating to the capital structure of the
company but the loss per share should not be adjusted to reflect
these items since to do so would reduce the loss per share. This
would be anti-dilutive under paragraph 40 of the Opinion.
.1 5

Stock Dividend Declared But Not Paid at Balance Sheet Date

Inquiry—A client declared a 5% stock dividend to sharehold
ers of record in December, 1974, payable in 1975. In calculating
the weighted average number of shares outstanding for determ
ining the earnings per share for 1974, how should this stock
dividend apply?
Reply—Paragraph 48 of Accounting Principles Board Opinion
No. 15 states:
Stock dividends or splits. If the number of common shares outstand
ing increases as a result of a stock dividend or stock split or decreases
as a result of a reverse split, the computations should give retroactive
recognition to an appropriate equivalent change in capital structure
for all periods presented. If changes in common stock resulting from

stock dividends or stock splits or reverse splits have been consum
mated after the close of the period but before completion of the
financial report, the per share computations should be based on the
new number of shares because the readers’ primary interest is pre
sumed to be related to the current capitalization. When per share
computations reflect such changes in the number of shares after the
close of the period, this fact should be disclosed.

Therefore, the 5% stock dividend should be considered as
being outstanding for each month of 1974, as well as for each
month of each preceding period presented.
.16

Indeterminate Value of Stock of Closely Held Company

Inquiry—A closely held company has only one class of stock
with 100 shares authorized, 45 shares issued, and 55 shares held
in the treasury. An option to purchase 15 shares of stock is out
standing at $4,800 per share. Must a closely held corporation
report earnings per share? If so, would the following computa
§ 5500.15
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tion of “primary earnings per share of common stock” be ac
ceptable (assuming market value exceeds the option price and
the $72,000 proceeds from the sale of the 15 shares of stock is
applied against debt)?
Adjustment of net income:
Actual net income................................ $51,600
Interest reduction less 50%
tax effect........................................ 2,400*

Adjusted........................................... $54,000
Adjustment of shares outstanding:
Actual outstanding..........................
Net additional shares issuable
by option.........................................
Adjusted shares outstanding.............

Primary earnings per share of common
stock—adjusted net income divided
by adjusted shares outstanding...........

45

15

60

$900

* Computation of interest reduction:

Interest
Short-term debt (total)...............$40,000 @ 8% $3,200
Long-term debt (portion).......... 32,000 @ 5%
1,600
Total .................................... $72,000

4,800

Less 50% tax effect....................

2,400

Interest reduction less
50% tax effect..........................

$2,400

Reply—As stated in Interpretation No. 10 to Accounting Prin
ciples Board Opinion No. 15, closely held corporations are re
quired to report earnings per share. The first nine of the fifteen
option shares should be applied on the treasury stock method
and the remaining six to retire debt, as described in paragraph
38 of APB Opinion No. 15. However, if market value is indeter
minable, but the assumption that proceeds from exercise of op
tion be used to retire debt would produce similar results, use of
the calculations outlined in the inquiry would appear as a means
of obtaining an objectively determinable figure. In presenting
the statements, there should be a footnote disclosing that in calAICPA Technical Practice Aids
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culating earnings per share it was not considered feasible to use
the treasury stock method, since market value of the stock could
not be objectively determined and that instead it was assumed
that proceeds from exercise of the option would have been used
to reduce debt.

§ 5500.16
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Section 6100
Banks
.01

Date for Reporting on Balance Sheet Only

Inquiry—An auditor, in the process of performing a director’s
examination for a local bank, will express an opinion on the bal
ance sheet only and will issue a long-form report. The auditor
made a cash count on August 22. Should this date be used in
reporting on the bank’s financial condition?
Reply—If the auditor renders a report on the statement of
financial condition as of July 31 or August 31, it will be necessary
to 1) undertake additional auditing procedures as of the dates
selected, 2) conduct a review of internal control, and 3) test the
intervening transactions. Therefore, it would appear more prac
tical to render a report on the August 22 statement of financial
condition.
.02

Provision for Loan Losses

Inquiry—The Supplement to the AICPA Industry Audit Guide,
Audits of Banks (1969), requires that a bank provide, from earn
ings, an estimated provision for loan losses based on a formula
such as a five-year average of loan loss experience. Is this re
quirement a generally accepted accounting principle?

Reply—Page 2 of the Supplement indicates that a charge to
expense for loan losses for the portion of the provision necessary
to provide an appropriate valuation allowance, with the balance
of the charge being made directly to undivided profits, may be
appropriate to present fairly the results of operation in con
formity with generally accepted accounting principles. It is also
appropriate to include on the balance sheet, between total liabili
ties and capital funds, a reserve which consists of a valuation
portion available for charging loan losses, a contingent portion
not available for absorbing losses, and a deferred tax portion.
Such a presentation of the valuation allowance and the deferred
tax portion will generally not be material, and, therefore, it
would not be necessary to take exception to the presentation.
However, if the amounts should be material to the balance sheet,
the matter should be disclosed in the notes to financial statements
and should be referred to as an exception in the auditor’s opinion.
AICPA Technical Practice Aids
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.03

Tax Effects of Provision for Loan Losses

Inquiry—A bank has total assets of less than $25 million and
is on a cash basis. The Internal Revenue Code provides for
buildup in the reserve for bad debts based on a formula which
allows a tax deduction often considerably in excess of the actual
losses sustained by the bank. For example, the allowable bad
debt deductions for two consecutive years were $50,000 per year,
and the actual losses sustained were $10,000 per year, which
meant a tax write-off of $40,000 each year in excess of actual
losses. The applicable federal income taxes at 48% would be
$19,200 per year.
What is the proper method of handling the excess deductions
for bad debts? Would Accounting Principles Board Opinion No.
23, which relates to this subject, be applicable to commercial
banks ?
Reply—Accounting Principles Board Opinion No. 23 deals
with bad debt reserves of savings and loan associations, and
states in paragraph 23 that the savings and loan association
should not provide for income taxes on the difference between
taxable income and pretax accounting income attributable to a
bad debt reserve that is accounted for as part of the general re
serves and undivided profits of a savings and loan association.
This requirement does not apply to commercial banks. The
AICPA Industry Audit Guide, Audits of Banks (1969), would
apply to this situation. Page 48 of the guide states:
It is also possible that for some banks, the amounts allowable under
the Treasury tax formula may be in excess of provisions required for
accounting purposes. In such instances, operating earnings should be
charged for the provision computed under the management’s method;
to the extent that this provision is less than the tax deductible amount,
operating earnings should include a provision for deferred income
taxes. Any provision for loan losses in addition to the amount charged
to operating expense, less the related tax effect, should be treated as
an appropriation of undivided profits and should be included in the
capital funds section of the balance sheet. If, in later years, the pro
vision for loan losses charged to operations is more than the tax de
ductible amount, an appropriate portion of the reserve classified in
capital funds should be restored to undivided profits.

See also the discussion of APB Opinion No. 11 on the bottom
of page 48 of the guide.
.04

Allocation of Minimum Tax on Excess Allowable Additions to
Provision for Loan Losses

Inquiry—Banks (and other financial insitutions) are required
§ 61 00.03
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to pay a minimum tax on the excess of the allowable addition to
the reserve for bad debts over the reasonable addition to the
reserve that would have been allowable if the reserve had been
maintained on the basis of actual loss experience (Internal Rev
enue Code Sec. 57(a)(7)).
Is this minimum tax on tax preference items an income tax
subject to the tax deferral accounting provision of Accounting
Principles Board Opinion No. 11?
Reply—Paragraph 13a of APB Opinion No. 11 defines income
taxes as, “Taxes based on income determined under provisions
of the United States Internal Revenue Code and foreign, state
and other taxes (including franchise taxes) based on income.”
Pages 47 and 48 of the AICPA’s Industry Audit Guide, Audits
of Banks (1969), indicate that tax allocation in connection with
loan loss reserves should be followed. This would indicate that
the Committee on Bank Accounting and Auditing considered the
minimum tax on tax preference items an income tax under APB
Opinion No. 11. In Report No. 91-552 on the Tax Reform Act of
1969 entitled “Report of the Committee on Finance—United
States Senate,” page 111 indicates under the heading “Minimum
Taxes and Allocation of Deductions, ” “ Under present law, many
individuals and corporations do not pay tax on a substantial part
of their economic income as a result of the receipt of various
kinds of tax-exempt income or special deductions.” In another
government publication entitled “Tax Reform Studies and Pro
posals—U.S. Treasury Department—Joint Publication—Com
mittee on Ways and Means of the U.S. House of Representatives
and Committee on Finance of the U.S. Senate’’ dated February
5, 1969 (part 2), page 136, in discussing the Minimum Tax Base,
indicates, “The proposed minimum tax system would build upon
the income concepts applicable under the regular income tax.”
The latter two quotations, coupled with the accounting for loan
loss reserves indicated by the Committee on Bank Accounting and
Auditing, lead to the conclusion that the minimum tax on tax
preference items (especially as it relates to the reserves for
losses on bad debts of financial institutions) is an income tax as
defined in APB Opinion No. 11.
.05

Real Estate Carried at Nominal Value

Inquiry—A bank has a main office in a prime downtown loca
tion. The bank owns the real estate and carries it on the books
AICPA Technical Practice Aids
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at $1. The undepreciated cost of the land and buildings under
normal straight line methods and rates would approximate
$300,000. Should the bank’s statement of financial condition show
the real estate at the original cost less depreciation with an ap
propriate addition to undivided profits?
Reply—In the past, banks frequently wrote off, wrote down, or
rapidly amortized buildings and equipment without regard for
useful life. This practice was generally accepted within the bank
ing industry and stemmed from the desire to remove items from
the statement of condition which could not readily be converted
into cash. Regulatory authorities also encouraged the practice.
This practice, although “conservative” from a balance sheet
point of view, does not produce fairly presented financial state
ments. The balance sheet is obviously understated both in the
assets and capital sections, and the earnings statements become
overstated for a number of years because normal depreciation
will not be shown as an operating expense. Fortunately, the prac
tice has been dying out, and most banks now follow practices con
forming with normal practices of other industries. Accordingly,
the original cost of the land and buildings still in use and the ap
plicable depreciation allowance account should be reinstated,
with an appropriate credit to undivided profits. The reinstate
ment of assets acquired since December 31, 1959, is required by
regulations of the Board of Governors of the Federal Reserve
System and the FDIC.

.06

Gain on Sale of Old Coins

Inquiry—Prior to the issuance of silver coins with reduced
silver content, a bank acquired a large quantity of old coins with
high silver content. These coins were counted as part of the
vault cash at face value and were considered part of the reserves
of the bank. The coins were later sold at a premium. Is the
gain on the sale an extraordinary item?

Reply—Since the sale of coins may be considered an ordinary
and typical activity of a bank, considering the environment in
which the bank operates, the transaction does not meet the cri
terion for an extraordinary item under paragraph 20(a) of Ac
counting Principles Board Opinion No. 30. The transaction
should be treated in accordance with paragraph 26 of APB
§6100.06
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Opinion No. 30, which states that “a material event or trans
action that is unusual in nature or occurs infrequently but not
both, and therefore does not meet both criteria for classification
as an extraordinary item, should be reported as a separate
component of income from continuing operations.”
.07

Stock Dividends Capitalized at Par Value

Inquiry—May a bank capitalize a 10% stock dividend at
par value?
Reply—Page 56 of the AICPA Industry Audit Guide,
Audits of Banks Including Supplement, states:
However, because of the peculiarities of banks’ capital ac
counts and the fact that a study of stockholders’ equity is in
process by AICPA, the Committee believes the use of par
value by banks in accounting for stock dividends, is at least
for the present, an acceptable practice.

Pages 43 and 44 of the AICPA Accounting Research Study
No. 15, Stockholders’ Equity, states:
Predominant practice for stock dividends. Nearly every publicly
held corporation in the United States follows the recommenda
tions of the committee on accounting procedure and New
York Stock Exchange. Presentation and disclosure of details
varies but the amount transferred from retained earnings to
capital stock and additional capital equals the fair value of
the additional shares issued. Corporations that distribute
treasury shares as stock dividends also account for the fair
value of the shares distributed.
The bulletin contains no definition or explanation of a closely
held corporation as distinguished from a publicly held one
and thus permits some leeway in adopting recommended
practices. Corporations in some industries and in some states
in addition to closely held corporations do not always follow
the recommended practice. Banks are a notable example.
Customarily, banks account for stock dividends by transferring
from surplus or undivided profits to capital stock an amount
equal to the par value of additional shares distributed. Some
corporations account for stock dividends at the par or stated
value of the stock distributed if the state permits dividends
to be distributed from other than retained earnings.

Accordingly, the bank may conform with practice and
capitalize a 10% stock dividend at par value instead of fair
value. The fair value need not be disclosed.
The next page is 5221.
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Section 6110
Savings and Loan
Associations
.01

Valuation of Repossessed Property

Inquiry—A savings and loan association repossessed a large
apartment complex that had a mortgage loan outstanding of ap
proximately $700,000. The current appraised value of the prop
erty is about $400,000. Should the association’s balance sheet
show the repossessed property at $700,000, or $400,000, or some
other amount? If the repossessed property is shown at $400,000,
how should the $300,000 loss be reported?
Reply—Page 29 from the AICPA Industry Audit Guide Audits
of Savings and Loan Associations (1973) states in part:
REO [real estate owned] acquired through foreclosure or purchased
for sale or development should be carried at the lower of cost or mar
ket. The principle of carrying REO at the lower of cost or market is
generally accepted. In those cases where the cost of REO is greater
than the market value at the date acquired, such excess should be
charged to income as a loan loss or to an allowance for loan losses to
the extent previously provided by charges to income. If subsequent
to the date acquired the cost of REO is greater than the market value
of the property, the carrying value should be reduced to market value
by establishing an allowance for loss or by directly writing down the
cost of the property by charges against income.

The next page is 5241.
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Section 6120
Credit Unions
.01

Modified Cash Basis Financial Statements

Inquiry—A credit union did not record accrued interest re
ceivable on its loans outstanding and had not compiled the
amount of accrued interest receivable. The credit union re
corded interest income when collected. Is that a generally
accepted method of accounting for a credit union?
Reply—Perhaps the most authoritative statement as to proper
accounting and reporting for credit unions is published by the
U.S. Department of Health, Education, and Welfare, Bureau of
Federal Credit Unions, entitled Accounting Manual for Federal
Credit Unions (May 1969). Page 2 of the manual states:
The system of accounting prescribed for federal credit unions by
this manual is a modified cash basis. In general, the income is not
accounted for until actually received. Expenses are accounted for
when they become due and payable, regardless of whether or not
actual disbursements for the expenses have been made.

Some large credit unions, however, may desire to use the accrual
basis for accounting for some items. The accrual basis accounting pro
cedures explained on pages 161 and 165 may be adopted by any
federal credit union.

The auditor’s responsibility in reporting on modified cash
basis statements is discussed in Statement on Auditing Stand
ards No. 14. [Amended]

The next page is 5261.
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Section 6130

Finance Companies
.01

Amortization of Discount on Receivables of Consumer Finance
Companies

Inquiry—A client in the consumer finance business loans
money for short periods of time. What method should be used to
amortize the income from discounts on such loans?
Reply—In determining income from loans receivable which
have been issued at a premium or discount, the fairest measure of
income requires that any such premium or discount be amortized
on the “true interest” method, rather than on the straight-line
method. However, because the resulting computations by small
loan companies might involve an undue burden of record keeping,
the Accounting Principles Board, in paragraph 3(d) of its Opin
ion No. 21, excluded companies which are involved in making
cash loans from all requirements other than paragraph 16 of the
Opinion. The majority of loans of such companies are for rela
tively short periods, and, therefore, the effect on income of using
the straight-line method (rather than true interest) would gener
ally not be material.
.02

Method of Recognizing Revenue from Finance Charges

Inquiry—A finance company has a policy of recognizing 15%
of the finance charges on loans as revenue in the first month of
the loan. The balance of the finance charges are reported as
earned as the receivable is liquidated. Is this an acceptable meth
od of recognizing revenue from finance charges?
Reply—The AICPA Industry Audit Guide, Audits of Finance
Companies (1973), discusses finance income in Chapter 2. Page
25 indicates that the portion of deferred finance income attribu
table to acquisition costs is transferred to income in the month
the loan is recorded if all such costs are recorded under the com
bination method at that time. Page 28 states, “The Committee
believes that amounts equivalent to estimated acquisition costs
credited to income in the month loans are recorded (transfers)
should not include cost elements which cannot be accurately
measured and controlled.’’ Page 36 of the guide states:
The Committee believes that the most theoretically desirable objec
tive is to account for all income from lending operations on the comAICPA Technical Practice Aids
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bination method [see pages 24-35] and that this method is preferable
in accounting for income earned on discount-basis finance receivables.
However, at present, the practicality of this matter has not been suffi
ciently established, and for this reason the combination method
should not now be designated as the only acceptable method.
.03

Method of Recognizing Revenue from Service Charges

Inquiry—A company finances insurance premiums for individ
uals through various insurance agents. The company’s policy is
to receive completed premium finance agreements directly from
the insurance agents. The amount financed includes a finance
charge and a nonreturnable service charge. The finance charge is
recognized in income by the “Rule of 78s.”
How should the service charge be recognized on the records of
the company?
Reply—Page 19 of the AICPA Industry Audit Guide, Audits
of Finance Companies, indicates, “Deferred finance income in
cludes all charges (fees) to borrowers made at the origination of
the loan, notwithstanding that some portions may be non-refundable.” The committee’s conclusions regarding acceptable meth
ods of recognizing deferred finance income begins on page 36 of
the guide.
The service charge should be deferred. Whether or not the
“Rule of 78s” method would be acceptable depends on the initial
maturity of the loans. As indicated on page 37 of the guide, the
“Rule of 78s” should be limited to loans of not more than 84
months.
.04

Method of Recognizing Revenue from Commissions on
Loan Insurance

Inquiry—A finance company receives commissions for loan
insurance. The company follows a policy of recognizing the com
missions as the policies are written. Is this the proper method of
recognizing commission revenues?
Reply—Page 61 of the AICPA Industry Audit Guide, Audits
of Finance Companies (1973), indicates insurance commissions
received by finance companies from affiliated insurance com
panies or from independent insurers should be credited, when
received, to a deferred income account and systematically trans
ferred to income over the life of the related insurance contracts.
The method of commission amortization should be consistent
§ 61 30.03
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with the premium income recognition methods described in the
two insurance Industry Audit Guides dealing with stock life in
surance and fire and casualty insurance companies.
.05

Disclosure of Contractual Maturities of Direct Cash Loans

Inquiry—AICPA Industry Audit Guide, Audits of Finance
Companies (1973), page 74, calls for disclosure of contractual
maturities of direct cash loans. At December 31,1974, a company
has only three loans outstanding of $36,000 each, payable month
ly as follows: 12 installments of $3,000 each; 24 installments of
$1,500 each; and 36 installments of $1,000 each. How would these
contractual maturities properly be shown?
Reply—Appropriate disclosure of the amounts to be received
would be: 1975, $66,000; 1976, $30,000; and 1977, $12,000. Refer to
page 85 of the Industry Audit Guide, Audits of Finance Com
panies, for an illustration of such disclosure.
.06

Balance Sheet Presentation of Subordinated Debt

Inquiry—A consumer finance company, whose financial state
ments are used only by the company and its banks, would like
to include subordinated debt in its balance sheet with the cap
tion “Total Subordinated Notes and Shareholders’ Equity.” The
company believes that presentation would show more clearly
the position of the banks with respect to other creditors. Would
the presentation be acceptable if the statements were clearly
labeled, “For the Use of Banks and Bankers Only”?
Reply—AICPA Industry Audit Guide, Audits of Finance
Companies (1973), states on pages 68-69:
Although the total of subordinated long-term debt and stockholders’
equity is important to creditors of finance companies, the prominent
presentation of this total in balance sheets causes many users of finan
cial statements to interpret this amount as total stockholders’ equity,
and, for this reason, its use is not acceptable.

Therefore, the proposed balance sheet presentation would not
be acceptable even if the financial statements are clearly and
conspicuously labeled, “For the Use of Banks and Bankers
Only.” [Amended]
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Accounting for Non-refundable Discounts on Long-Term Loans

Inquiry—What is the appropriate accounting treatment for
discounts on long-term loans? Do generally accepted accounting
principles permit non-refundable discounts to be reported as in
come when the loans are made, or should they be amortized over
the life of the loan? How should the change in accounting prin
ciple be reported if the discounts should have been amortized,
and were recognized as income at the time when the loans were
made in prior years ?
Reply—Page 36 of the AICPA Industry Audit Guide, Audits
of Finance Companies, discusses deferred finance income and
states, in part:
The Committee believes that the most theoretically desirable
objective is to account for all income from lending operations
on the combination method and that this method is preferable
in accounting for income earned on discount-basis finance re
ceivables.

The combination method is discussed starting on page 24 of the
guide. This method results in matching costs with revenues
more closely than any of the other methods studied by the com
mittee, and relates the accounting for finance income to all ele
ments of cost incurred in connection with the loans. The nonrefundable discounts should be amortized over the life of the
loan since they are adjustments of the interest rate, and do not
relate to acquisition and other costs applicable to the loan dis
cussed under the combination method in the guide. If the ap
plication of this method results in an accounting change, APB
Opinion No. 20 and page x of the guide describe how to account
for the change.

»-> The next page is 5361.
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Section 6200

Regulated Industries
.01

Deferral of Purchased Power Expense by Public Utilities

Inquiry—A nuclear power plant closes down each summer for
refueling and maintenance, and occasionally the plant closes
down when radiation exceeds the allowable level. The cost of this
downtime is a purchased power expense to electric utility com
panies which have contracted to buy power.
The State Public Service Board permits a reporting utility to
recover the costs over a ten-year period from customers by in
cluding the costs in the rate base. Is it proper accounting for the
electric utility companies to defer the purchased power expense
caused by downtime of the nuclear plant?
Reply—The Addendum to Accounting Principles Board Opin
ion No. 2 deals with accounting principles for regulated indus
tries. The second paragraph of this section states:
However, differences may arise in the application of generally ac
cepted accounting principles as between regulated and nonregulated
businesses, because of the effect in regulated businesses of the rate
making process, a phenomenon not present in nonregulated busi
nesses. Such differences usually concern mainly the time at which
various items enter into the determination of net income in accord
ance with the principle of matching costs and revenues. For example,
if a cost incurred by a regulated business during a given period is
treated for rate-making purposes by the regulatory authority having
jurisdiction as applicable to future revenues, it may be deferred in
the balance sheet at the end of the current period and written off
in the future period or periods in which the related revenue accrues,
even though the cost is of a kind which in a nonregulated business
would be written off currently. However, this is appropriate only
when it is clear that the cost would be recoverable out of future
revenues, and it is not appropriate when there is doubt, because of
economic conditions or for other reasons, that the cost will be so
recoverable.
.02

Recognizing Revenues by Public Utilities Using Cycle Billing

Inquiry—A public utility uses cycle billing in billing its cus
tomers. How should the unbilled revenues be reported?
Reply—Included in the Federal Power Commission chart of
accounts for electric utilities is Account No. 173, “Accrued Util
ity Revenues.’’ This is an optional account which may be used to
AICPA Technical Practice Aids
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record power delivered to customers but not yet billed at the
month end. The FPC requires that, if such an account is used,
provision also be made for any purchased power received but
not yet accounted for.
One utility estimates its unbilled revenues by taking the cycles
of the following month and allocating to the prior month the
portion of the aggregate billings for that cycle, based on days
elapsed. For any cycles for which data was not available by the
date the entry was needed, an estimate was made using the billing
of the previous month for that cycle. However, other methods
may be devised to provide a reasonable estimate of revenues
earned but not billed at the month end.
.03

Financial Statement Presentation of Power Service Rights by
Electric Cooperative

Inquiry—A client is an electric cooperative. The cooperative
borrows funds from the Rural Electrification Administration
and by doing so is subject to certain accounting procedures re
quired by the REA.
The cooperative has paid for rights to build its lines into cer
tain areas to provide future tenants with electricity. The rights,
which are usually granted by developers, may either run for an
indefinite period or may run for a limited term, such as ten years.
The contracts provide for general rights-of-way into the areas,
but no specific deeds or easements are granted.
The auditors believe that these rights benefit future periods,
and the costs to gain these rights should be capitalized. The RE A,
on the other hand, has taken the position that, since no specific
titles are recorded, the expenditures are similar to promotion and
advertising costs and should be expensed. How should the rights
be presented on the financial statements?
Reply—The Addendum to Accounting Principles Board Opin
ion No. 2 deals with accounting principles for regulated indus
tries. Paragraphs 2-5 of the Addendum state:
However, differences may arise in the application of generally ac
cepted accounting principles as between regulated and nonregulated
businesses, because of the effect in regulated businesses of the rate
making process, a phenomenon not present in nonregulated busi
nesses. Such differences usually concern mainly the time at which
various items enter into the determination of net income in accord
ance with the principle of matching costs and revenues. For example,
if a cost incurred by a regulated business during a given period is
§ 6200.03
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treated for rate-making purposes by the regulatory authority having
jurisdiction as applicable to future revenues, it may be deferred in
the balance sheet at the end of the current period and written off
in the future period or periods in which the related revenue accrues,
even though the cost is of a kind which in a nonregulated business
would be written off currently. However, this is appropriate only
when it is clear that the cost would be recoverable out of future
revenues, and it is not appropriate when there is doubt, because of
economic conditions or for other reasons, that the cost will be so
recoverable.
Accounting requirements not directly related to the rate-making
process commonly are imposed on regulated businesses by orders of
regulatory authorities, and occasionally by court decisions or statutes.
The fact that such accounting requirements are imposed by the gov
ernment does not necessarily mean that they conform with generally
accepted accounting principles. For example, if a cost, of a kind which
in a nonregulated business would be charged to income, is charged
directly to surplus pursuant to the applicable accounting requirements
of the regulatory authority, such cost nevertheless should be included
in operating expenses or charged to income, as appropriate in finan
cial statements intended for use by the public.
The financial statements of regulated businesses other than those
prepared for filing with the government for regulatory purposes
preferably should be based on generally accepted accounting princi
ples (with appropriate recognition of rate-making considerations as
indicated in paragraph 2) rather than on systems of accounts or
other accounting requirements of the government.
Generally Accepted Auditing Standards lists four standards of re
porting, the first of which says that “The report shall state whether
the financial statements are presented in accordance with generally
accepted principles of accounting.” In reporting on the financial
statements of regulated businesses, the independent auditor should
observe this standard and should deal with material variances from
generally accepted accounting principles (with appropriate recogni
tion of rate-making considerations as indicated in paragraph 2), if
the financial statements reflect any such variances, in the same manner
as in his reports or nonregulated businesses.

Therefore, if the costs in question were incurred as part of a
bidding process to acquire the right to build lines into certain
geographical areas to provide future tenants and/or owners with
electric power, they may be appropriately capitalized under gen
erally accepted accounting principles and APB Opinion No. 17
would apply. Otherwise, they should be expensed.
The next page is 5521.
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Section 6300
Insurance Companies
.01

Recognition of Commission Income by Insurance Agency

Inquiry—A client, an insurance agency, receives certain pay
ments from the insurance company, whose policies it sells, dur
ing the first year in which the policy is in force. These payments
consist of “override” commissions and payments for expensesand allowances in selling any particular policy.
May the agency recognize a receivable in its accounts when the
policy is accepted by the insurance company and before payment
of any premium has been made by the insured?
Reply—The agency should recognize income as having been
earned when the company approves the policy because the agency
has completed its efforts and need do nothing else but await pay
ment. The fact that a legal claim may or may not have arisen
does not seem to present any compelling reason not to recognize
income in view of the fact that a high percentage of the first-year
fees so earned probably are eventually paid. An appropriate al
lowance should be provided for commissions which will not be
collected because of lapses, deaths, etc.
.02

Method of Recognizing Revenue from Commissions on Credit
Life Insurance

Inquiry—Under arrangements with a lending institution, an
insurance agency provides credit life insurance to mortgagors.
The borrower pays the premium for the entire term of the insur
ance (as much as eight years) when the loan is made, and the
insurance agency remits to the insurance company this entire
sum less a commission.
Should this commission income be recognized when it is re
ceived, or should it be recognized over the term of the policy?
Reply—Generally, credit life insurance appears to have more
of the characteristics of casualty insurance than it does of life
insurance. In particular, from the agent’s viewpoint, payment for
the policy usually occurs in a lump sum from which agents ’ com
missions are deducted. Generally, the efforts of the agency in
connection with any individual policy terminate when collection
is made or, at least, when the proceeds from the collections are
AICPA Technical Practice Aids
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remitted to the insurance company. It would therefore seem that
the recognition of income should occur when proceeds of the
policy are received.
However, as there is a potential liability for returned pre
miums, it would appear that a resasonable allowance should be
provided at this time for estimated commissions on the portion
of the policies that may be cancelled in future years. Most finance
companies should have adequate statistics upon which to base
such estimates. If the finance company is new, there may be sta
tistics available from similar enterprises.
.03

Recognition of Income on Unclaimed Refunds Due
Policyholders on Policy Cancellations

Inquiry—An insurance agency has a material amount of ac
counts payable legally due to policyholders who have cancelled
their insurance prior to the end of the policy term. The company
does not notify these policyholders that these amounts are due
them. When, if ever, should these credits be taken into income?
Reply—These accounts payable should continue to be reported
as liabilities until such time as the individuals involved legally
lose their claim to these amounts. Legal counsel should be con
sulted for an opinion as to whether these amounts would have to
be paid over to the state under an escheat law.
Consideration should also be given to the appropriateness of
notifying these policyholders that this money is due them.
.04

Reserve for Future Claims of Title Insurance Company

Inquiry—A title insurance company must place part of its
premiums in a reserve for future claims. When should this re
serve be recognized as income ?
Reply—The jurisdiction under which a title insurance com
pany operates usually requires that a stipulated percentage of
premiums collected must be deferred in an unearned premium
account. Generally, the unearned premium is taken into income
over a ten-year period since most claims against title policies
tend to occur during this ten-year period. However, actual claims
are not charged to the unearned premium account. Actual claims
are charged against income (title claims account) with the credit
to “Reserve for Claims.” The reserve for claims represents re
ported claims that have surfaced. The unearned premium account
is intended to cover unsurfaced claims.
§ 6300.03
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Accounting for Cost of Title Plant of Title Insurance Company

Inquiry—A title insurance company maintains a library of
records called a “Title Plant.” What is the proper method of
accounting for title plants'? Should the costs of a title plant be
amortized like the costs of an intangible asset? The title company
contends the title plant will not decrease in value.
Reply—The initial costs of the title plant is set up as a perma
nent asset which is not amortized. The current costs of maintain
ing the title plant are expensed.

The next page is 5641.
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Section 6400

Hospitals
.01

Combined or Separate Financial Statements for Individual
Funds

Inquiry—A hospital has an endowment fund, a development
fund, and an operating fund. Should the financial statements for
these funds be combined, or may separate reports be issued?
Reply—The AICPA Industry Audit Guide, Hospital Audit
Guide (1972), gives an example of the statement of financial posi
tion of a hospital in Exhibit A on pages 40-41. In this example, a
clear distinction is made between restricted funds and unre
stricted funds. The restricted funds on the balance sheet are
not combined in the sense of being added together, but are shown
as separate funds on a single statement. While not prohibited,
issuing separate reports on the funds, especially on a develop
ment fund, may be somewhat misleading without reference to the
other funds because of possible inter-fund transfers.
.02

Combined Financial Statements of Related Tax-Exempt
Corporations

Inquiry—Two tax-exempt corporations jointly operate a hos
pital. One corporation is in charge of the hospital’s health care
activities, and the other corporation is a support organization
managing the hospital’s endowment funds, building funds, and
board-designated unrestricted funds. The two corporations are
separate and distinct entities, but they share a common board of
trustees. Is it necessary, on the financial statements of the hos
pital, to combine the funds of these two organizations?
Reply—On page 3 of the AICPA’s Hospital Audit Guide
(1972) the Committee on Health Care Institutions unanimously
concluded that financial statements of hospitals should be pre
pared in accordance with generally accepted accounting princi
ples. Accordingly, Financial Accounting Standards Board State
ments, Accounting Principles Board Opinions, and Accounting
Research Bulletins presently in effect or subsequently issued
should be applied in reporting on hospital financial statements
unless they are inapplicable. The FA SB Statements, APB Opin
ions, and Accounting Research Bulletins generally apply to
profit-oriented business enterprises, and often are not applicable
AICPA Technical Practice Aids
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to nonprofit organizations. However, the relationship between the
hospital corporation and the supporting corporation under the
common control of a board of trustees is very close to the type of
situation that would require combined financial statements under
Accounting Research Bulletin No. 51. In addition, the hospital
corporation and the supporting corporation appear to come with
in the meaning of related organizations referred to on pages 11
and 12 of the Hospital Audit Guide. Therefore, the financial
statements of the hospital corporation and the supporting corpo
ration should preferably be presented on a combined basis.
.03

Designation of Income from Endowment Fund

Inquiry—The AICPA Industry Audit Guide, Hospital Audit
Guide (1972), states that restricted and unrestricted funds should
be reported separately on the financial statements, while funds
which are not directly or indirectly controlled by the hospital
should not be included in the financial statements but should be
disclosed in a note.
The income of an endowment fund which is not controlled by
the hospital is unrestricted according to the trust instrument.
Accordingly, the endowment fund trustees periodically remit a
check for the income earned to the hospital. The hospital treas
urer, who is a member of the hospital’s governing board, has been
endorsing these checks back to the fund with the instructions that
the proceeds be added to the fund principal.
Is the income of the endowment fund restricted, unrestricted,
or controlled?
Reply—Page 8 of the Hospital Audit Guide discusses boarddesignated funds. Such funds are included in unrestricted funds
on the financial statements of the hospital.
Once the endowment fund trustees remit the endowment fund
income to the hospital, the funds are available for the hospital’s
general use. Where checks are endorsed back to the endowment
fund with instructions to add the amount to the endowment fund
principal, the money represents a board-designated fund and
should be accounted for as discussed on page 8 of the audit guide.
.04

Hospital as Collecting Agent for Physicians

Inquiry—Under an agreement with several physicians, a hos
pital acts as collecting agent for the physicians’ fees, and the
physicians, in return, provide professional services at the hospi§ 6400.03
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tal. These physicians are not employees; payroll taxes are not
paid for them, and the hospital cannot exercise any of the pre
rogatives of an employer. To enable it to collect the physicians’
Medicare fees, the hospital holds valid assignments. Should the
amounts collected as fees of the physicians be included in the
income and expenses of the hospital?
Reply—Page 19 of the AICPA Industry Audit Guide, Medi
care Audit Guide (1969), deals with compensation of hospital
based physicians, and states, ‘‘The portion of the compensation
of physicians (except interns and residents under approved
training programs) applicable to professional services rendered
to patients is treated differently from other provider costs.” In
the instance cited above, the hospital may be functioning as a
conduit with respect to the fees in question, in which case they
can be reported directly as a liability to the physicians and not
recognized in the income statement as either income or expense.

.06

Presentation of Medicare Financing Payments

Inquiry—A voluntary hospital receives medicare financing
payments. The hospital auditors use the net receivables approach
to indicate current financing. Other hospitals show medicare cur
rent financing payments as a current liability on the balance
sheet.
Are both methods of presentation acceptable?
Reply—The sample balance sheet on page 40 of the AICPA
Industry Audit Guide, Hospital Audit Guide, includes advances
from third-party payors as a current liability. Page 24 of the
guide indicates that liabilities would include amounts due to thirdparty payors for working capital advances and for over-reim
bursement. Medicare current financing payments are considered
the same as working capital advances from third-party payors.
While showing the current financing payments as a current lia
bility is the recommended approach in the Hospital Audit Guide,
the practice of reporting these payments as a reduction of ac
counts receivable is still acceptable within the industry, and inde
pendent auditors generally would not consider this alternative
presentation as a departure from generally accepted accounting
principles.
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Accounting for Reimbursement from Medicare in Excess of
Standard Rates

Inquiry—A hospital records its revenue for services under the
medicare program at a standard rate. An accumulated allowance
for uncollectibles has been established for those standard charges
for services which the medicare program will not reimburse the
hospital.
If the hospital is reimbursed for more than its estimated reve
nue receivable, should this excess be included in the account
“Revenue from patient services” or in “Other revenue”?
Reply—Hospital revenue consists mainly of the value at the
hospital’s full established rates of all hospital services rendered
to patients regardless of the amounts actually paid to the hospi
tal by or on behalf of the patients.

An account titled “Contractual Adjustments” can be set up
and charged with the differential between the amount, based on
the hospital’s full established rates, of contractual patients’ bills
for hospital services covered by a contract and the amount re
ceived from third-party agencies in payment of such services.
Should the hospital receive more than its established rates from
an agency, the differential is credited to this account.

The account “Other Revenues” should be reserved for the
recording of all revenues other than those that are directly asso
ciated with patient care.
.08

Qualification of Auditor’s Opinion for Uncertainty in the
Amount of Medicare Reimbursements

Inquiry—A client, a hospital, prepares its own annual cost
report to be filed for Medicare reimbursements. The client, how
ever, never prepares this cost report until long after the annual
audit is completed, since they use the final audit figures in pre
paring the report. For this reason, at the time of concluding the
audit work, the auditors are unable to estimate how much, if any,
reimbursement will be received from Medicare for the year or if
the hospital might even be required to refund certain monies.
Delaying the issuance of the audit report until this additional
factor is known would cause considerable difficulties in meeting
various deadlines such as the annual meeting of the members of
the hospital corporation which must be held within three months
§ 6400.07
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of the close of the fiscal year. The Medicare cost report is very
seldom prepared before the 90-day limit which has been set by
Social Security Administration, and many times is filed late.
Is it necessary for the auditor to qualify his opinion because of
this uncertainty?

Reply—If the difference between the ultimate amount of re
imbursement under Medicare and the related amounts included
in the financial statements on which the auditor is reporting is of
sufficient magnitude to materially affect the financial statements,
it would appear that qualification or disclaimer of opinion in
accordance with Statement on Auditing Standards No. 2, para
graphs 23-25 would be appropriate. However, in most cases,
accountants have been able to arrive at estimates of such reim
bursements sufficiently reliable so that a qualified opinion would
not be necessary.
.09

Financial Statement Presentation of Claims for Reimbursement
Subject to Adjustment

Inquiry—A private hospital has entered into contracts with
Blue Cross and Medicare whereby the hospital will provide ser
vices for all patients covered by these insurers. Periodic cost
reports are filed with the insurers, but reimbursements are usu
ally delayed almost two years pending a field audit of the hospi
tal. These audits usually result in downward adjustments of the
hospital’s claims. In addition, the claims are subject to various
ceilings which are set after the claims are filed.
Since it is not possible to estimate the amount that will actually
be received, how should these claims be reported on the hospital’s
financial statements ?
Reply—The amount of income to be recognized should be based
upon the most realistic estimates available at the date of the
report.
The difference between estimated recoveries from such pro
viders and the amounts eventually received will frequently be
large enough to require separate presentation in the financial
statements. Such an adjustment is a “change in accounting
estimate” as discussed in paragraphs 10 and 11 and 31 through
33 of Accounting Principles Board Opinion No. 20. Since
such adjustments are, by their nature, recurring items, they do
not fit the criteria for an extraordinary item as discussed in para
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graphs 19 through 23 of Accounting Principles Board Opinion
No. 30. The billings to the providers which are still subject to
settlement should be disclosed in the notes to financial state
ments. Such disclosure is shown on page 48 of AICPA Industry
Audit Guide, Hospital Audit Guide (1972):
NOTE 3: Revenues received under cost reimbursement agree
ments totaling $4,000,000 for the current year and $3,000,000 for the
prior year are subject to audit and retroactive adjustment by thirdparty payors. Provisions for estimated retroactive adjustments under
these agreements have been provided.
.10

Applicability of AICPA Hospital Audit Guide to a City-Owned
Hospital

Inquiry—A hospital is generally self-supporting through reve
nue billed to patients. The hospital receives contributions from
the city to help defray employee retirement costs, as well as an
amount from general property taxes. Construction costs have
been financed through revenue and general obligation bonds.
Would the Institute’s Hospital Audit Guide apply to this cityowned hospital?
Reply—The Institute’s Hospital Audit Guide would apply.
Hospitals are classified on page 1 of the Hospital Audit Guide
as voluntary, governmental, or proprietary, and the Guide would
apply to each.
.11

Funds Received from State for Medical School

Inquiry—A teaching hospital, which supports a state univer
sity medical school, receives appropriations from a state educa
tional trust fund for “the support of public education in the
State.” Are such appropriations regarded as a restricted fund
under the AICPA Industry Audit Guide, Hospital Audit Guide?
Reply—Pages 8 and 9 of the Hospital Audit Guide state in
part:
Many hospitals receive, from donors and other third parties,
gifts, bequests, and grants that are restricted as to use. These
generally fall into three categories: (1) funds for specific oper
ating purposes, (2) funds for additions to property, plant, and
equipment, and (3) endowment funds.
Funds for specific operating purposes consist of donor-restricted
resources and should be accounted for in a restricted fund or as
deferred revenue in the unrestricted fund. These resources
should be reported as “other operating” revenue in the financial
§ 6400.10
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statements of the period in which expenditures are made for the
purpose intended by the donor.

Therefore, amounts received from the educational trust fund
would appear to be a restricted fund.

However, it would be advisable to get a ruling from the State
Attorney General as to whether payments from the educational
trust fund are intended to be restricted to paying certain ex
penses.

The next page is 5741.
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Section 6410

Nursing Homes
.02

Deferral of Reimbursement Income Due to Difference in
Depreciation Methods

nursing home has a contract to accept medicare
patients. The cost reimbursement for the building that it receives
from medicare is computed by using the double declining balance
and a life of thirty-three years. The company has recently been
acquired by a public company, and audited statements are now
required. On these statements an election can be made to use the
straight line method of depreciation for the equipment and build
ing and a life of forty years on the building.
Inquiry—A

Should there be an account for the deferred income from medi
care which would be derived by recomputing the medicare cost
with straight line depreciation?
Reply—Deferred income (or expense) results from a timing
difference between the periods in which depreciation affects re
imbursement revenue and the periods in which it enters into
the determination of the results of operations. When depreciation
for reimbursement purposes exceeds depreciation for financial
reporting purposes, income should be deferred to the extent that
it is attributable to this excess depreciation.

.03

Accounting for Home Office Management Team Costs and
Revenues

Inquiry—A company owns and operates nursing home subsid
iaries. The parent company maintains a management team which
provides accounting and management services for each subsidi
ary. Each subsidiary reimburses the parent company for the cost
of these services.
In addition to the monthly recurring function of the home office
management team, team members are involved in (1) searching
for and obtaining financing of new nursing home subsidiary ac
quisitions, (2) developing plans for constructing new nursing
homes, (3) developing plans for expanding presently owned
nursing home subsidiaries, and (4) providing management con
sulting services to outside unrelated organizations. What would
be the recommended accounting treatment for expenses incurred
AICPA Technical Practice Aids
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(and revenue generated) by the management team in connection
with these activities ?
Reply—The costs related to the search for new acquisitions
should be expensed as incurred in accordance with Interpretation
33 to Accounting Principles Board Opinion No. 16 which dis
cusses costs of maintaining an “acquisitions” department.
Costs related to constructing the new nursing homes should be
allocated to the new homes. Costs related to the expansion of
presently owned nursing home subsidiaries should be allocated to
these subsidiaries. Capitalization would not seem appropriate
for items (2) and (3) because these are normal management
activities.
Revenues of the home office management team in connection
with services provided to unrelated organizations should be re
ported as miscellaneous revenue and the expenses deducted as
incurred.
.04

Depreciation Recorded from Acquisition Date

Inquiry—A nonprofit corporation, which operates several
interstate nursing homes, did not record depreciation until the
calendar year beginning January 1, 1967. Page 3 of the AICPA
Industry Audit Guide, Hospital Audit Guide, states:
Since financial statements of hospitals present financial posi
tion, changes in financial position, and results of operations,
and are increasingly being used by credit grantors, govern
ment agencies, and the community, the Committee on Health
Care Institutions unanimously concludes that they should be
prepared in accordance with generally accepted accounting
principles. Accordingly, Accounting Principles Board Opinions
and Accounting Research Bulletins that are presently in effect
or issued after this guide is published should be applied in
reporting on hospital financial statements unless they are
inapplicable.

Does the Hospital Audit Guide apply in this situation? If
the Guide applies, should the current year financial statements
continue, as in prior years, to include depreciation after Jan
uary 1, 1967; or should the current year financial statements
include, and prior years’ financial statements be restated, to
include depreciation from the acquisition date of property
acquired before January 1, 1967?
Reply—Page one of the AICPA Industry Audit Guide,
Hospital Audit Guide, states that the recommendations apply
§ 6410.04
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basically to hospitals. However, the Guide’s recommendation
as to recording depreciation would seem to apply to nursing
homes. Page 12 of the Guide states:
Adjustments resulting from a change in
to comply with recommendations in this
be treated as adjustments of prior periods,
ments presented for the periods affected
appropriately.

accounting method
audit guide should
and financial state
should be restated

Accordingly, the current year financial statements should
include, and the prior years’ financial statements should be
restated to include, depreciation for property acquired prior to
January 1, 1967 from the acquisition date. Paragraphs 18 and
26 of Accounting Principles Board Opinion No. 9 deal with
prior period adjustments.

The next page is 5841.
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Section 6500

Extractive Industries
.01

Use of Lease Method for Domestic Operations and Full Cost
Method for Foreign Operations

Inquiry—An oil exploration and development company for
merly operated solely in the southwestern United States. In this
region, the company acts mainly as a development company, that
is, it develops wells in proven oil fields. The company uses the
“lease” method for capitalizing leasehold costs, intangible de
velopment costs, and equipment costs in the United States. Dry
hole and nonproductive lease costs are expensed in the year in
curred.
The company will soon begin operating in Canada as an ex
ploratory company, that is, it will be drilling in unproven fields.
Is it acceptable to use the “full cost” method in accounting for
these Canadian operations? Would the different type of opera
tions in a different country be justification for using different
capitalization methods ?
Reply—The “full cost” concept is defined on page 178 of Ac
counting Research Study No. 11, Financial Reporting in the
Extractive Industries, as follows:
A concept which regards companywide activities as one prospect.
Based on this concept, costs of all geological and geophysical studies,
all exploration costs, and all development costs are capitalized regard
less of result and attributed to whatever minerals are found by the
company.

While the above definition is in terms of companywide activities,
current industry practices would permit adopting “full cost”
accounting for foreign operations while using another method
of accounting for domestic operations. This approach might be
particularly appropriate where the types of operations engaged
in by the company are quite different.
.02

Disclosure of Change in Accounting Estimate of Oil and Gas
Reserves

Inquiry—A client is concerned with the proper disclosure of
the effects of a change in an accounting estimate of recoverable
oil and gas reserves. The following is a format previously used
in a financial statement presentation:
AICPA Technical Practice Aids

§ 6500.02

5842

Specialized Industry Problems

Earnings (loss) before income
taxes and change in
accounting estimate............... $ XXXX
Income tax benefits from carryback
of operating losses (Note_ )....
XXX

Earnings (loss) before change
in accounting estimate.................
Loss resulting from change in
accounting estimate arising from
reduction in fair value of
recoverable oil and gas reserves
(Note___).................................
Net earnings (loss) ........................
Per common share (Note—):
Earnings (loss) before change
in accounting estimate............. $
Loss resulting from change
in accounting estimate.............
Net earnings (loss).................... $

$ XXXX

(XXXX)
$(XXXX)

XX

(NX)
(NX)

The effect of this loss on net earnings and the related per
share amount was disclosed by presentation similar to that of an
extraordinary item because of its obvious materiality.
Does this presentation comply with Accounting Principles
Board Opinion No. 20?
Reply—The presentation in the example is so similar to the
presentation of an extraordinary item that a reader might well be
confused. It might be preferable for the effect of income taxes to
follow rather than to precede the loss resulting from the change
in accounting estimate. It would also be preferable for the effect
of the accounting change on earnings per common share to be
shown in a note to the financial statements, rather than being pre
sented in the same manner as an extraordinary item.
.03

Disclosure of Contingent Liability for Royalties

Inquiry—A company is forming a new subsidiary company
which is purchasing the assets of an existing coal mining partner
ship. The total consideration is $2,000,000, which is to be paid in
the following manner :
(1) $750,000 in cash at the time of closing, which is con
sidered as payment for coal land owned in fee, mining
§ 6500.03
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equipment, supplies, and other real estate, all of
which have a fair market value of at least $750,000.
(2) $1,250,000 to be paid as an overriding royalty of 10(₵
per ton for all coal mined by the purchaser on the
properties both owned and leased, acquired from the
sellers or on any subsequently acquired properties.
Should the $1,250,000 be recorded as a liability on the state
ment of financial position? If the $1,250,000 is recorded as a lia
bility and reduced monthly at the time that the 10₵ per ton over
riding royalty is paid, how should the asset account be amortized?
Reply—It would be improper to reflect the total amount of the
stipulated overriding royalty as a liability in the financial state
ments with a correlative charge being made to an asset account.
The only possible rationale for setting these amounts up im
mediately, is to base such treatment on the contentions that a)
from a going concern standpoint, it is likely the total amount in
question will eventually be paid; and b) the transaction is viewed
as involving a “premium” or “purchase price” undertaken to be
paid for the acquisition of a leasehold. This rationale is errone
ous since no immediate payment for the leasehold rights is made.
The $1,250,000 is a contingent liability—a commitment en
tirely conditioned on the actual mining of coal. Accordingly, roy
alties should be accrued as a liability only when, and to the extent
that, tonnage (to which the royalty applies) is actually mined. In
the purchase agreement, there is no liability on the overriding
royalty if no coal is mined.
The rule of informative disclosure requires that the essential
facts concerning the property acquisitions be indicated in a foot
note to the statements, including an adequate explanation as to
the nature and amount of the company’s contingent liability.
Although there are instances where royalty payments are re
flected as administrative or selling expense, in this case the royal
ties are paid for the right to mine the coal. The royalty cost may
be viewed as a direct burden on production cost and should be ac
cumulated as part of the cost of coal mined. The royalty cost
then would be matched with revenues at the point of sale, as part
of the cost of coal sold.
.04

Capitalization of Drilling and Development Costs Within a
Leased Area

Inquiry—A client desires to capitalize all drilling and develop
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ment costs within a leased area regardless of whether the drilling
on each individual hole proves successful.
Is this a proper accounting method?
Reply—One publication in the field of accounting for intangible
drilling and development costs applicable to dry wells is Account
ing Research Study No. 11, Financial Reporting in the Extractive
Industries, published by the American Institute of Certified Pub
lic Accountants in 1969. Page 45 of this study makes the following
statement:
Costs of exploration which lead to the retention and development
of a mineral body are generally capitalized; costs of unsuccessful
exploration are usually charged to operations. The cost of exploratory
work in progress may be deferred until the prospect is proven, or
may be charged to operations as incurred and retroactively capitalized
in the event of success. When exploration costs are deferred, a pro
vision for losses on probable failures is not customary except at year
end and then only to the extent failures are known before the financial
statements are issued. Dry-hole and bottom-hole contributions are
usually charged to operations as incurred, although a large minority
of companies capitalize these costs as part of the cost of nearby
acreage when the test well is successful. The recipient credits these
contributions to his drilling costs.

When an uneconomic discovery is made, the amount of exploration
cost capitalized is sometimes limited to estimated recoverable amounts
after taking into consideration expected further development and
production costs.

Further, on page 58 of the study the author recommends that
the individual mineral deposit should be chosen as the cost
center by which to identify costs to specific minerals-in-place. On
the other hand, on pages 155 and 156 three members of the proj
ect advisory committee recommend the individual lease for the
cost center. Based on the above statement that a large minority
of companies capitalize certain dry-hole contributions, and the
recommendations of the author and the members who dissented
from his opinion, it would appear acceptable to capitalize dry
hole costs within a given lease area, if such area were within an
individual mineral deposit.

The next page is 5941.
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Section 6600

Real Estate
.01

Method of Recognizing Revenue from Commissions by Real
Estate Brokerage Firm

Inquiry—A client is a real estate broker and also manages real
estate. The client is the exclusive broker for all its affiliates and
acts as broker for outside parties as well. All of the affiliates in
vest in raw land for appreciation and occasionally improve and
subdivide parcels. None of the properties are extensive enough
to be considered “retail land sales companies.” Sales are prob
ably half for second home sites and half for larger parcels bought
for investment. Sales are usually for cash with an occasional
mortgage taken by the seller. The client usually receives a gross
brokerage commission of 10% -15% which is shared with its sales
men and co-brokers, retaining an average of 5%. Commissions
are received at closing and co-brokers are paid shortly after the
closing. Salesmen draw against firm purchase and sale agree
ments and are credited with the commission on closing. If a buyer
fails to complete a purchase, his deposit is usually retained by
the client in lieu of the brokerage commission, which legal counsel
indicates is permitted under law.
The client records brokerage commission income when a firm
purchase and sale agreement is accepted. This is an agreement
which specifies price and all terms of sale, has no unusual or diffi
cult conditions, and is secured by a deposit of 10% or more of the
purchase price. This method was adopted by the client to more
closely match revenues and expenses. Indirect selling expenses,
including advertising, are treated as period costs. The costs of
co-brokerage and salesmen’s commissions are also accrued at
that time. The client’s contention is that the earnings process has
been substantially completed, and the wait until closing (usually
30-90 days but occasionally longer) is a legal formality rather
than an integral part of the broker’s work. Very few sales are
not closed, and the price and terms of sale rarely change. From
an audit point of view, many of the open sales at year-end have
closed by completion of the audit field work. The client’s financial
statements do disclose the method of accounting employed for
brokerage commissions.
Is this present method of accounting for brokerage commis
sions considered acceptable?
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Reply—The timing of revenue recognition for a service-type
business is discussed in paragraphs 150 and 151 of Accounting
Principles Board Statement No. 4, Basic Concepts and Account
ing Principles Underlying Financial Statements of Business En
terprises. Paragraph 150 states:
Revenue is generally recognized when both of the following conditions
are met:
(1) the earning process is complete or virtually complete, and

(2) an exchange has taken place.

Paragraph 151 indicates,
Revenue from services rendered is recognized under this principle
when services have been performed and are billable.

Therefore, the client’s method of accounting for commission in
come at the time when a firm purchase and sale agreement is
entered into would be acceptable. However, because of state laws
governing real estate operations, recognition of commission in
come might have to be postponed, depending on the particular
legal requirements of a given state, until such time as the broker
is legally entitled to receive that commission.
.02

Method of Recognizing Revenue from Sales of Condominiums

Inquiry—A company is presently constructing the first section
of a condominium development. This condominium includes de
tached single-family homes, one story multi-family units, and
three story buildings. There are no rental units in this develop
ment. All property of the development will be owned equally by
the individual members of the community. However, the land di
rectly underneath the single-family detached homes is owned by
the owner of the dwelling; and, in the case of multi-family units
and the three story buildings, the land directly under these build
ings is owned jointly by the owners of the units in the building.
Can the percentage of completion method be used for profit
recognition for all dwellings, or must income be reported on the
sales of single-family or one story multi-family units at the clos
ing date?
Reply—If all the conditions as outlined in paragraph 60 of the
AICPA Industry Accounting Guide Accounting for Profit Recog
nition on Sales of Real Estate (1973) are met, the percentage of
completion method may be applied to each unit sold as a condo
minium.
§ 6600.02
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.03

Accounting for Sale of Property With Option to Repurchase

Inquiry—A corporation sold a parcel of land to a bank. The
corporation has an option to repurchase the land for a period of
three years. The corporation received the full purchase price at
the time of sale.
What is the proper accounting treatment for this transaction?
Reply—The conclusion in paragraph 56 of the AICPA In
dustry Accounting Guide, Accounting for Profit Recognition on
Sales of Real Estate, is that a transaction whereby a seller has an
obligation or an option to repurchase the property must be ac
counted for as a financing, leasing, or profit-sharing arrange
ment. A right of first refusal based on a bona fide offer by a third
party is ordinarily not an obligation or an option to repurchase.
.04

Method of Recognizing Profit on Sale of Undeveloped Land
with a Release Provision

Inquiry—One hundred acres of undeveloped land was sold for
$10,000 per acre for a total consideration of $1,000,000. The buyer
made a cash down payment of $250,000, and the balance of
$750,000 is payable in three annual installments of $250,000. The
agreement has a release provision that title to the acreage will be
released to the buyer on a basis of 115% of the sales price. There
fore, of the $250,000 down payment, $217,000 would be applicable
to the release of 21.7 acres, and the balance of $33,000 would be
applicable to the remaining acreage. At this point, there would be
a balance due on the sales agreement of $750,000 against which
$33,000 would apply. The buyer would have this privilege every
year, and the only security would be the land underlying the
agreement.
What is the proper accounting treatment ?
Reply—AICPA Industry Accounting Guide Accounting for
Profit Recognition on Sales of Real Estate (1973), paragraph 29
states in part:
Since payments by the buyer thus often apply first to released prop
erty, tests of a buyer’s initial and continuing investment apply pri
marily to the relation between sales value of unreleased property not
subject to release and unpaid debt on the property. That is, to recog
nize profit at the time of closing, a buyer’s investment should include
payments sufficient both to pay release prices on released property
and to constitute an adequate initial and continuing investment . . .
on property not released or not subject to release. Otherwise, profit
should be recognized as if each release were a separate sale.
AICPA Technical Practice Aids
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Presumably, the tests referred to would have to be met continu
ously; that is, at the time of closing and at each release date.
The relationship of the $33,000 to the $750,000 is not sufficient
“to constitute an adequate initial and continuing investment” re
lated to the unreleased property. Therefore, “profit should be
recognized as if each release were a separate sale” as stated in
paragraph 29.
.05

Method of Recognizing Profit on Sale of Real Estate With
Inadequate Buyer Investment

Inquiry—Company A sold real estate to Company B. Company
A does not have any obligation to perform significant activities
after the sale, but the investment of Company B in the real estate
at the time of the sale was not sufficient for Company A to recog
nize all the profit on the sale.
At the time of the sale, should Company A use the deposit
method of accounting or the installment method of accounting?
If Company A initially uses the installment method of accounting,
may it change to accrual method at a later date?

Reply—Paragraph 17 of the AICPA Industry Accounting
Guide, Accounting for Profit Recognition on Sales of Real Estate,
concludes that “to recognize revenue and profit on a sale of real
estate, a buyer’s initial investment and his continuing investment
should both be adequate to demonstrate his commitment to pay
for the property.’’
“Profit Recognition on Real Estate Transactions,” an article
in the February, 1974, edition of The Journal of Accountancy,
which discusses the guide, deals with inadequate buyer invest
ment and the choice of accounting methods for recognizing in
come from sale transactions. Page 51 of the article indicates that
if the transaction does not qualify for accrual accounting and
another method is not specifically called for, the seller may select
either to delay profit recognition through deposit accounting or
use installment accounting.
Page 52 of the article indicates:
When conditions for accrual accounting are met, that method
should be adopted as a change in accounting estimate. Accounting
Principles Board Opinion No. 10 states that the installment or cost
recovery method may be used as long as the circumstances exist that
gave rise to a departure from the accrual method.
§ 6600.05
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Qualification of Secured Note as Cash Equivalent

Inquiry—Paragraph 15 of the AICPA Industry Accounting
Guide, Accounting for Profit Recognition on Sales of Real Estate
(1973), states that a note supported by the full faith and credit of
the buyer is not a cash equivalent unless it can be clearly estab
lished to be a cash equivalent by sale of the note without recourse
or by attainment of an irrevocable letter of credit from an estab
lished lending institution. Paragraph 22 seems to emphasize this
point.
Does this mean that a note, even if secured by securities of a
major corporation, would not qualify as a cash equivalent?
Reply—An argument could be made that where a note is col
lateralized by securities of a major corporation, the note is
supported by more than the full faith and credit of the buyer.
However, the intent of the guide is to restrict cash equivalency,
and only those conditions mentioned in paragraph 15 would
clearly establish cash equivalency. Where cash equivalency is
claimed because of other circumstances, the burden of proof
would be on those claiming the cash equivalency.
.07

Accounting for Nonmonetary Exchange of Land

Inquiry—A real estate company is engaged in developing resi
dential communities, but they occasionally sell undeveloped par
cels of land. The company has entered into an agreement whereby
it will exchange land zoned for industrial use having a cost basis
of $10,000 for residential land having a fair value of $50,000.
Is it proper to record the land received at $50,000 and recognize
a gain of $40,000?
Reply—Paragraph 21(a) of Accounting Principles Board
Opinion No. 29 indicates that “an exchange of a product or prop
erty held for sale in the ordinary course of business for a product
or property to be sold in the same line of business to facilitate
sales to customers . . .” does not culminate an earnings process.
This exchange represents only a shift in real estate held as inven
tory. Therefore, the exchange should be reported on the basis of
the recorded amount of the nonmonetary asset given up, $10,000.
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.01

Applicability of Accounting and Auditing Guides to Real Estate
Transactions

Inquiry—A relatively small company invests primarily in lake
frontage for a long-term investment rather than for immediate
sales. The operating capital, however, does come from sales. In
a normal year, only from five to ten lots are sold.
So far, the sales have not been from platted developments, al
though there are three small plats in process at the moment
which will be available for sale next year.
Would the company be subject to the general principles for
profit recognition on ordinary real estate transactions, or would
the accounting be subject to retail land sales guidelines?
Reply—Some of the transactions entered into by the company
would not come under the AICPA Industry Accounting Guide,
Accounting For Retail Land Sales (1973), but would be ac
counted for under the Institute’s Industry Accounting Guide en
titled Accounting for Profit Recognition on Sales of Real Estate
(1973). If the sale of a parcel is in the nature of a wholesale or
bulk sale of land (see paragraph 8 of Accounting for Retail Land
Sales), the guide Accounting for Profit Recognition on Sales of
Real Estate would be applicable. Sales from the three small plats
now in process may in fact be subject to the retail land sales
guide. In other words, some transactions may come under one
guide while others come under the other guide.
The final determination of which accounting guide applies to
the transactions entered into by the company can only be made
after considering all the surrounding circumstances.
.02

Financial Statement Presentation of Real Estate Developer

Inquiry—A real estate developer would like to present a bal
ance sheet with no classifications as to current or noncurrent
assets and liabilities. The statement of changes in financial po
sition would also have to have a somewhat amended format.
Is such a presentation permissible?
Reply—AICPA Industry Accounting Guide, Accounting for
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Retail Land Sales (1973), discusses the reporting changes in
financial position in paragraphs 57 and 58. Paragraph 57 states:
APB Opinion No. 19 . . . requires that a statement summarizing the
changes in financial position be presented as a basic financial state
ment for each period for which an income statement is presented. The
significance of long-term receivables and the deferral of revenue and
income recognition in the financial position of retail land sales com
panies may lessen the validity of presentations of changes in financial
position based on working capital. For that reason, the Committee
considers that the required statement should be restricted to the
sources and uses of cash rather than changes in working capital. . . .
Also, because of its significance, this information should be provided
for all periods presented whenever earnings information is reported.

The illustrative financial statements in this guide confirm the
appropriateness of unclassified balance sheets.
.03

Change from Installment Method to Accrual Method for Retail
Land Sales

Inquiry—Paragraph 20 of AICPA Industry Accounting Guide,
Accounting for Retail Land Sales (1973), states that accrual
accounting should be applied to those projects in which collec
tions on contracts are reasonably assured and all the prescribed
conditions are met. Further, paragraph 23 states that accrual
accounting should be adopted when the required conditions are
met. Several small clients, with few financial or accounting per
sonnel and a limited capability to generate the extensive data re
quired to apply the accrual method properly, believe it to be in
their best interest to remain on the installment method even after
projects may qualify for accrual accounting. May installment ac
counting be retained or must the accrual method be adopted upon
satisfaction of the conditions described in paragraphs 20-22?
Reply—As indicated in paragraph 23 of the Accounting Guide,
“At the time that all four conditions are satisfied on a project
originally recorded under the installment method, the accrual
method of accounting should be adopted for the entire proj
ect. ... ” “ Should ’’ in this case, would be interpreted as a require
ment, and remaining on the installment method or switching to
the accrual method is not a matter of choice. Therefore, if the
transactions meet the requirements for switching to the accrual
method, the installment method should not be continued.
.04

Use of the Accrual Method for Sales of Unimproved Land

Inquiry—Paragraph 20 of the AICPA Industry Accounting
§ 6610.03
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Guide, Accounting for Retail Land Sales (1973), states several
conditions which, if all are met, would require a company to use
the accrual method rather than the installment method of ac
counting for land sales. One of the requirements is that the land
should be useful for residential or recreational purposes at the
end of the normal payment period. Does this provision preclude
accrual accounting when unimproved land is sold and no im
provements are promised by the seller!

Reply—Unimproved land with no improvements promised by
the seller could, in fact, be used for certain recreational purposes.
The guide does not define “recreational purposes.’’ Therefore,
as long as the buyer will be able to use the property for the rec
reational purpose intended, the accrual method of accounting
may be used, provided all of the other conditions have also been
met.
.05

Accounting for the Cost to Reacquire Land Sales Contracts by
the Seller

Inquiry—In recent times of escalating land values, there have
been instances when a land contract has been reacquired by the
seller for a price in excess of the original contract in order to
accumulate enough contiguous tracts to make an outright sale
at the current market level.
How should the cost of reacquiring land sales contracts be
treated !

Reply—Accounting for the cost to reacquire land contracts is
not discussed in the AICPA Industry Accounting Guide, Ac
counting for Retail Land Sales (1973). There are differing views
of how to account for these costs. One view is that the land
should be restored to inventory at its original cost, and any addi
tional costs of reacquiring the contract should be treated as a
current period expense. This viewpoint is based on the theory
that such costs represent an expense incurred to cancel the con
tract. Another viewpoint is to treat the cost of reacquiring the
contract as a capitalizable cost. This point of view is based on the
theory that the contract for deed represents a claim on the land,
and the costs are incurred to perfect the seller’s interest in the
property.
Perhaps the reasonable approach would be to treat costs to
reacquire the contract for deed as expenses unless it can be
clearly demonstrated that they are “... directly related to invenAICPA Technical Practice Aids
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tories of unimproved land or to construction required to bring
land and improvements to a saleable condition ...” (see para
graph 51 of the Guide).

.06

Proportionate Allocation of Development Costs to Subdivided
Lots

Inquiry—A company purchased a tract of undeveloped land
with the intention of subdividing the tract into lots for sale as
homesites. The municipal government requires that the company
install sewer lines and construct streets for these lots. Some of
the lots on the per-imeter of the tract have access to existing
streets and sewers, while the lots in the interior of the tract are
completely undeveloped.
Should the development costs be capitalized to the tract as a
whole or to the individual lots ?
Reply—Paragraphs 51-55 of the AICPA Industry Accounting
Guide, Accounting for Retail Land Sales (1973), contain a dis
cussion of costs to be capitalized and the allocation of such costs
to parcels sold. Paragraph 51 states in part, ‘ Costs directly re
lated to inventories of unimproved land or to construction re
quired to bring land and improvements to a saleable condition
are properly capitalizable until a saleable condition is reached.’’
If no additional development costs are needed to bring the pe
rimeter lots to a saleable condition since there are already paved
streets, water, and sewerage lines, a portion of the overall develop
ment costs should not be allocated to the perimeter lots. However,
if some of the overall development costs are necessary to bring
the perimeter lots to a saleable condition, a portion of those costs
should be allocated to these lots as discussed in paragraphs 54
and 55. As indicated in paragraph 54, any reasonable allocation
method which results in fairly matching costs with related reve
nues may be used. The method or methods selected should, of
course, be consistently applied.

.08

Disclosure of Appraisal Value of Land Held for Resale or
Development

Inquiry—A real estate development company would like to
reflect appraised values of land held for resale or development
§ 6610.06
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in its financial statements. This would not only increase asset
valuation but enhance loan capability. Would there be any au
thority for use of appraisal values?
Reply—Cost is the proper basis for presenting land in the
financial statements of the developer. As indicated in Account
ing Principles Board Opinion No. 6,
. . property, plant and
equipment should not be written up by an entity to reflect ap
praisal, market or current values which are above cost to the
entity.” In addition, the AICPA Industry Accounting Guide,
Accounting for Retail Land Sales (1973), indicates in the exhibits
starting on page 25 that the financial statement basis for the land
is cost. Paragraph 51 of the Guide discusses costs to be capital
ized and states:
Costs directly related to inventories of unimproved land or to con
struction required to bring land and improvements to a salable condi
tion are properly capitalizable until a salable condition is reached.
Those costs would include interest, real estate taxes, and other direct
costs incurred during the inventory and improvement periods. Inter
est is properly capitalizable if it results from (a) loans for which
unimproved land or construction in progress is pledged as collateral
or (b) other loans if the proceeds are used for improvements or for
acquiring unimproved land. The carrying amount of capitalized costs
should not exceed net realizable value. Interest not meeting the above
criteria, selling expenses (except those deferrable as previously indi
cated), and general and administrative expenses should be treated
as expenses of the period in which incurred.

Therefore, cost is the proper basis for balance sheet presenta
tion in the financial statements. However, footnote or other sup
plementary disclosure of the land’s appraised value, and the
basis of the appraisal, may be useful information to the reader of
the financial statements.
.09

Financial Statement Presentation of Developed and
Undeveloped Land Following Reappraisal

Inquiry—A client corporation’s inventory consists of de
veloped and undeveloped land for sale in the ordinary course of
business. Several years ago, when the client was first obtained,
the only information available to determine cost was the remain
ing land cost on the books. This figure was definitely understated,
and it was apparent that much of the land cost had been incor
rectly charged off in prior years. An independent appraisal was
made of all the land, and the remaining land cost on the books was
allocated to the land based on the appraisal. Since the appraisal,
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land has been charged off as it is sold based on this allocation.
Since there is a material difference between remaining book cost
and the appraised value of the land, and the remaining book cost
is grossly incorrect, the corporation would like to present the
land on the balance sheet at a current independently appraised
figure in lieu of the remaining cost figure.
Would this use of an appraisal figure for the inventory be in
accordance with generally accepted accounting principles ?
Reply—With respect to the inventory of developed and un
developed land, paragraphs 51 to 55, and paragraph 62 of the
AICPA Industry Accounting Guide, Accounting for Retail Land
Sales (1973), indicate that the basis for inventory should be cost.
Paragraph 67 indicates that the provisions of the guide should be
applied retroactively and that annual reports which are prepared
on the basis of the guide for the first time should include restated
income statements for the latest three fiscal years and restated
summarized income data for the two preceding them. The pro
posed recording of the inventory item would not be in accord
ance with generally accepted accounting principles, and, if the
financial statements were prepared on that basis, a qualified or
an adverse opinion would be required depending on the ma
teriality of the effects of the appraisal. [Amended]
.10

Recording Anticipated Discounts Not Otherwise Recognized

Inquiry—AICPA Industry Accounting Guide, Accounting for
Retail Land Sales (1973), paragraph 36 states:
Many companies have programs to accelerate collections of receiv
ables or contract provisions that encourage prepayment with a reduc
tion of the principal as the major incentive for prepayment. If a
selling company can reasonably be expected to institute those or
similar programs in the future, the measurement of initial considera
tion should be reduced through charges to income for anticipated
discounts not otherwise recognized. Reductions that are given or
taken sporadically should be charged to income in the period they
occur.

The meaning of the statement relating to reduction of initial
consideration for anticipated future discounts is unclear. It, ap
pears that a reserve should be set up for discounts in addition to
the provisions for discounts which are implicit in the imputed in
terest rate. Is this the intended treatment for future discounts?
§ 6610.10
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Reply—Paragraph 36 states, “. . . the measurement of initial
consideration should be reduced through charges to income
for anticipated discounts not otherwise recognized.” In discuss
ing an appropriate interest rate in paragraph 33, the com
mittee concluded,
. the effective annual yield on the re
ceivable . . . should not be less than the minimum annual rate
charged locally by commercial banks and established retail or
ganizations to borrowers financing purchases of consumer per
sonal property with installment credit.’’ Therefore, a key phrase
in paragraph 36 is “not otherwise recognized.” If the interest
rate used for calculating present value specifically includes a
factor to recognize the effect of the future discounts, no further
allowance is necessary. However, if the interest rate were such
that the effective annual yield was exactly equal to the minimum
annual rate charged locally by commercial banks and established
retail organizations as discussed in paragraph 33. then an ad
ditional allowance would be necessary. This situation is used only
as an example and should not be construed to mean that this is
the only circumstance under which an additional allowance might
be required. The reason that an additional allowance would be
necessary is that the rate would not automatically provide for
the discount since typically commercial banks and retail organi
zations which permit accelerated payment make an adjustment
of interest, whereas paragraph 36 indicated that a reduction of
principal is the major incentive for prepayment.
The sporadic reductions discussed in paragraph 36 should be
charged to income in the period they occur because the effects of
the sporadic reductions cannot be anticipated in the interest rate
selected for present valuing purposes.
.11

Discount Rate for Long-Term Receivables

Inquiry—The AICPA Industry Accounting Guide, Accounting
for Retail Land Sales (1973), states that long-term receivables
should be valued at the discounted value. In determining the in
terest rate at which the receivables should be discounted, para
graph 33 of the guide states:
The Committee believes that generally the credit ratings of retail
land purchasers approximate those of users of retail consumer install
ment credit provided by commercial banks and established retail
organizations. Accordingly, the Committee concludes that the effec
tive annual yield on the receivable (without a reduction for deferred
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revenue or deferred income tax) should not be less than the minimum
annual rate charged locally by commercial banks and established
retail organizations to borrowers financing purchases of consumer
personal property with installment credit.

Footnote 10 to paragraph 33 states:
The rate to be applied should be the one which is used predomi
nantly in installment financing of soft goods and appliances. The
Committee believes that for 1972 and recent prior years, a rate of
not less than 12 percent is appropriate.

A client enjoys a special status with an insurance company and
is able to borrow at interest rates of 5 to 7 percent. These low
rates are passed on to the customers who are charged 7 to 8 per
cent interest on their obligations. Land prices are not inflated to
offset the low interest rate.

Must the company discount its receivables at 12 percent as
stated in the guide, or may the actual interest rates be used?

Reply—The company’s situation would not warrant the use of
a lower interest factor. Discounted values are basically meant to
reflect opportunity costs, and market interest rates are generally
used for calculating such costs. Adherence to paragraph 33 has
even been required in states with strong and enforced maximum
interest laws.
.12

Installment Method of Recognizing Sales of Cemetery Lots

Inquiry—The AICPA Industry Accounting Guide, Accounting
for Retail Land Sales (1973), requires that, under certain circum
stances, the installment method be followed in recognizing sales.
Paragraph 9 of the accounting guide exempts certain companies
from its provisions if they meet the following criteria:
a. The land is sold in an improved state; roads, water, sewers, and
other amenities are completed and in place, and the land can be
used immediately for construction.
b. The seller gives the purchaser a deed at the time of sale; the
purchaser gives the seller a cash down payment of at least 10
percent and a note bearing interest at an appropriate market rate
that is legally enforceable against the purchaser’s general credit
and is collateralized by a first mortgage on the land. The seller
makes credit checks as a regular procedure.
c. The ratio of the loan to the value of the land is low enough that
local banks and savings and loan institutions would loan money
on the property at similar rates, and it is clearly evident that the
§ 6610.12
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purchaser’s notes are marketable at banks without substantial
discount and without recourse to the seller.

If all these conditions are met, the Guide reasons that the ex
changes can be completed at a readily measurable price, and the
installment method would be inappropriate.
A cemetery meets all the conditions of the exemption in its
sale of burial plots, except the state requires that sales be made
under conditional sales contracts with title transferred upon the
completion of the payments. Also, the loan-to-value ratio and
note marketability tests cannot technically be met due to this
state law.

Should the cemetery observe the rules set forth in Accounting
for Retail Land Sales and account for its sales on the installment
method?

Reply—Unless the sales of the cemetery lots meet all of the
conditions specified in paragraph 9 of the guide, the principles
in the guide would apply to such sales. However, the local law
which requires that the sales be made under a conditional sales
contract would have somewhat of a mitigating effect on the pro
vision in paragraph 9(b) which requires the seller to give the pur
chaser a deed at the time of sale.
.13

Allocation of Land Costs to Parcels Sold

Inquiry—A land development company
10% of the selling price of a homesite as the
torically the cost of sales ratio to sales has
to 29%. Is a 15% experience rate for cost of

presently charges
cost of sales. His
ranged from 10%
sales appropriate?

Reply—The land costs should be allocated to lots sold based
on the most recent actual experience of the company and in
accordance with paragraphs 54-55 of AICPA Industry Account
ing Guide, Accounting for Retail Land Sales. Paragraphs 54-55
state:
Allocation of Costs to Parcels Sold
54. Once costs to be capitalized are determined, a reasonable
method is needed to allocate them to projects and parcels. The
following methods of allocation are frequently used in practice:
a. Area methods, using square footage, acres, frontage, or other
measures based either on simple averaging methods or on
some measure of yield differentials (e. g., equivalent lot
yield, or geologically influenced factors such as slope and
known soil problems).
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b.

Value methods (gross or net after estimated future improve
ment costs), using mortgage release prices, estimated selling
prices, or appraisals.

c.

Specific identification method, if possible and appropriate.

d.

Hybrid methods involving elements of two or more of the
other methods.

Any reasonable method, consistently applied, that will fairly
match costs with related revenues may be used. Since many
expenditures are joint costs, the allocation method that will pro
duce the fairest results depends to a large extent on the circum
stances of each case. If the nature of the project is such that
costs are reasonably identifiable with specific projects, one of the
specific allocation methods (area methods, specific identification,
or hybrids thereof) may be appropriate, provided that costs de
ferred to the future do not exceed net realizable value.

55. In view of the various uncertainties relating to retail
land sales projects generally, the preferable allocation method in
most situations should be based on relative values. The value ap
proach to cost allocation is less likely to result in deferring of
losses. As a rule, the most valuable property of the project is the
easiest to improve and sell profitably. Allocating a higher pro
portion of cost to the more valuable property thus reduces the
problem of recovery of the remaining investment.

.14

Wholesale or Bulk Sales of Land

Inquiry—Company A owns a large tract of land which it is
improving with streets and utilities. The company reports sales
of one acre lots to individuals, who place secondary residences
on the lots, in accordance with the AICPA Industry Accounting
Guide, Accounting for Retail Land Sales. In addition to such
sales, the company will sell 500 to 600 acre undeveloped tracts
to nonaffiliated developers. Should the sales to developers be
reported in accordance with the AICPA Industry Accounting
Guide, Accounting for Retail Land Sales?

Reply—Paragraph 8 of the AICPA accounting guide for re
tail land sales specifically states: “Wholesale or bulk sales of
land and retail sales from projects comprising a small number
of lots are subject to the general principles for profit recognition
on real estate sales.” The sales to developers constitute bulk
sales and should be reported in accordance with the AICPA In
dustry Accounting Guide, Accounting for Profit Recognition on
§ 6610.14
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Sales of Real Estate. A minimum down payment of 20% would
apply to sales to developers. Exhibit A on pages 22 and 23 of
the AICPA accounting guide for profit recognition on sales of
real estate provides a schedule of minimum down payments
expressed as a percentage of sales value.

The next page is 6151.
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Contractors
.01

Distinction Between Long-Term and Short-Term Construction
Contracts

Inquiry—A construction company considers all contracts that
are less than one year in duration as short-term contracts and
accounts for them on a completed contract method. Long-term
contracts are accounted for on the completed contract method or
the percentage of completion method depending on other factors.
Does the distinction made by the company conform with gen
erally accepted accounting principles?
Reply—Page 12 of the AICPA Industry Audit Guide, Audits
of Construction Contractors, states, “The basis for recording
income on construction-type contracts of long duration or term
does pose accounting problems because the work often extends
over several accounting periods. ’’ Paragraph 194 of Accounting
Principles Board Statement No. 4, Basic Concepts and Account
ing Principles Underlying Financial Statements of Business
Enterprises, indicates, “The basic time period for which finan
cial statements are presented is one year; 'interim’ financial
statements are commonly presented for periods of less than a
year.” Therefore, the distinction between short-term and long
term contracts can be based on whether work on a contract ex
tends beyond one year.
.02

Audit Evidential Matter for Percentage of Completion
Method—I

Inquiry—A general contractor, who uses the percentage of
completion method, employs his own engineers and will not allow
the auditor to engage an outside expert to evaluate the state of
the construction projects which are in scattered locations across
the country.
The auditor plans to secure external evidence in the following
manner:
1. Communicate directly with all subcontractors to arrive at
a percentage of completion of jobs in process. In communi
cating, the auditor would get positive confirmation of the
total contract, what payments a subcontractor has received
AICPA Technical Practice Aids
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from the general contractor, and the subcontractor’s esti
mate of the percentage of the contracted work that has been
performed. After confirmation from all, or substantially
all, of the subcontractors is received, this data would be
assembled. An estimated percentage of completion would
be arrived at by applying each subcontractor’s percentage
of completion and applying the total of these to the total
of the subcontracts.
2. Estimated gross income on all jobs in process would be
determined by getting confirmation from all customers as
to the base contract and change orders authorized as of the
statement date. The total contract and changes less the
total subcontracts and an estimate of the general con
tractor’s labor costs would indicate what the gross income
would be.
Would it be advisable to have other auditors inspect the job
sites in other parts of the country to see that a structure exists
at a location as described by the contractor? Based on the audit
ing procedures previously described, can an opinion on the over
all fairness of the financial statements be expressed?
Reply—Pages 43-55 from the AICPA Industry Audit Guide,
Audits of Construction Contractors (1965), state that it is appro
priate to obtain an independent architect’s estimate of comple
tion if available. However, the auditing steps previously outlined
to secure external evidential matter as to the percentage of com
pletion of a particular job that has been performed to date would
be a satisfactory alternative. The results obtained should be com
pared with the project engineer’s estimate of completion.
The discussion of ‘‘ job sites ’ ’ in the audit guide indicates the
advisability of visiting the job sites is not only to verify that a
structure exists at the location as described by the contractor,
but also to examine the accounting records and review the in
ternal control procedures. Based on auditing procedures pre
viously outlined and the auditing procedures set forth in pages
43-55 of Audits of Construction Contractors, it would be pos
sible to render an opinion on the overall fairness of presentation
of the financial statements.
.03

Audit Evidential Matter for Percentage of Completion
Method—II

Inquiry—A contractor employs the percentage of completion
§ 6700.03

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

Construction Contractors

6153

method and computes income earned by multiplying the total con
tract price by a fraction—the numerator of which is costs in
curred to date, and the denominator is costs incurred to date
plus estimated additional costs to complete the job.
If the contractor does not have an independent engineer’s esti
mate of the progress of the job, should the auditor disclaim an
opinion on the financial statements?
Reply—The AICPA Industry Audit Guide, Audits of Con
struction Contractors (1965), states that it is appropriate to ob
tain an independent architect’s estimate of completion if avail
able. An effort should be made to obtain the client’s project en
gineer’s estimate of completion and review contracts with the
contractor’s engineering personnel who are familiar with and re
sponsible for contracts in process. Engineering personnel should
be informed as to the purposes of this review in order to obtain
the utmost cooperation, and their comments should be given con
sideration in the evaluation of contract profits.
To secure external corroborative evidential matter as to the
percentage of completion of a particular job, the auditor should
communicate directly with all subcontractors. In communicating,
request positive confirmation of the total subcontract, what pay
ments have been received from the general contractor, and the
subcontractor’s estimate of what percentage of the work he has
contracted to do has been performed. After confirmation from
all, or substantially all, of the subcontractors is received, this
data is assembled. An estimated percentage of completion can be
arrived at by applying each subcontractor’s percentage of com
pletion to the related contract and applying the total of these to
the total of the subcontracts.
Accordingly, it would be possible to render an unqualified
opinion on the contractor’s financial statements.
.04

Effect on Auditor’s Opinion of Exclusion of Production Over
head Costs on Completed Contracts and Contracts in Progress

Inquiry—Accounting Research Bulletin No. 45 discusses in
paragraph 10 the propriety of allocation to contract costs
(rather than to periodic income) of general and administrative
expenses. Such allocation is left optional by the paragraph. In
the AICPA Industry Audit Guide, Audits of Construction Con
tractors (1965), the same statement is made in reference to
“general administrative expenses and similar general expendi
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tures sometimes described as overhead and indirect expenses.”
On page 46 of the audit guide, mention is made of the allocation
of “overhead applied on engineering and manufacturing,” but
no principle is stated.
Nowhere in the literature is there a statement as to the neces
sity of allocating production overhead in the case of contractors.
Is the allocation of such production overhead covered by state
ment 3 of Chaper 4 of Accounting Research Bulletin No. 43 even
though contracts in process are not “inventory”? Is the alloca
tion of production overhead by contractors so generally accepted
that it was not necessary to mention it in ARB No. 45? Where
production overhead, such as tools and supplies, depreciation of
equipment, etc., is material, and where the contractor is engaged
in large contracts having terms well over a year, can the auditor
give an unqualified opinion to a statement which charges all such
costs to periodic expense?

Reply—Audits of Construction Contractors as well as Ac
counting Research Bulletin No. 45 should have made explicit
reference to the principle of allocating “production” or “con
struction” overhead to contracts in progress and to contracts
completed during the fiscal period. However, in the Audit Guide
mentioned above, there is ample internal evidence in the discus
sion clearly implying that “absorption costing” is required
practice in contractor accounting as well as in the inventory ac
counting of a manufacturer. For example, part (d) on page 46 of
the Audit Guide refers to “overhead applied on the engineering
and manufacturing”; pages 45-46 indicate clearly that contracts
in process should be charged with costs relating to equipment
used on the project; pages 26-30 indicate clearly that most oper
ators establish a unit cost of operation for pieces of equipment
and charge the jobs at these rates; and page 28 states:
Operating and maintenance costs of miscellaneous small tools and
equipment are usually charged to overhead accounts rather than
specific jobs. However, a contractor may allocate such costs directly
to specific jobs where the costs relate to such jobs.

Statement 3 of chapter 4, “Inventory Pricing,” in ARB No.
43 is also applicable. Note especially the sentence, “It should also
be recognized that the exclusion of all overheads from inventory
costs does not constitute an accepted accounting procedure.” To
exclude all construction overhead from a contractor’s accumu
lated contract costs carried forward is a “prime costs” basis
§ 6700.04
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which carries direct costing one step further, and direct costing
is not authoritatively accepted as a basis for external financial
reporting.
Based on the foregoing, it seems that if the exclusion of con
struction overhead from accumulated contract costs has a ma
terial effect on net income, the auditor would be obliged to issue
either a qualified or an adverse opinion.
.05

Classification of Profit on Uncompleted Negotiated Contracts

Inquiry—A building contractor derives most of his income
from negotiated contracts rather than firm bid contracts. On
negotiated contracts, the contractor renders a statement to each
client which includes itemized costs for a period plus an 8% fee.
Later, the client remits a check for the amount of the progress
billing less a 10% or 15% retainage. Previously, Accounting
Research Bulletin No. 45, Long-Term Construction-Type Con
tracts, was construed to apply to the negotiated contracts, and the
profit on uncompleted negotiated contracts was shown among
current liabilities as "Billings on Uncompleted Contracts in Ex
cess of Related Costs.” Now it is proposed to classify the profit
on uncompleted negotiated contracts as deferred income. Is such
a classification proper?
Reply—Accounting Research Bulletin No. 45 specifically states
in paragraph 1 that “it does not deal with cost-plus-fixed-fee
contracts, which are discussed in Chapter 11, Section A, of Ac
counting Research Bulletin No. 43.” The provisions of Chapter
11A are equally applicable whether the profit is fixed in dollars
or as a percentage of costs.
Paragraphs 13 and 16-18 of Chapter 11A indicate that, under
usual conditions, billings for the profit portion of such contracts
should be credited to income currently. If there is reason to be
lieve that there will be claims presented against the ten or fifteen
percent retainage, an appropriate allowance for losses on re
ceivables should be provided.
.06

Effect of Retainages on Percentage of Completion Method

Inquiry—A contractor accounts for income from long-term
contracts on the percentage of completion basis. The contracts
involve retained percentages. The contractor proposes to include
the retained percentages in income in the year received rather
than the year earned and to show the retained percentages on
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the balance sheet as a current asset and as a noncurrent deferred
income item until received. Is the accounting for retained per
centages proposed by the contractor correct accounting?
Reply—Billings by construction contractors usually provide
for the customer retaining a certain percent (frequently 10% ) of
the billing to ensure completion of the job and correction after
such completion of any defects in the work which may subse
quently be discovered. Such retainages will be returned upon
final acceptance, which frequently is a year or more after comple
tion of the job.
If the completed contract method of accounting is being used,
profit on the contracts is normally recognized when all billings
have been completed, although the adjustments and additional
work for which the retainage is withheld have not yet been made.
Under such conditions, appropriate provision should be made for
the liability to complete the work. This is not a “deferred credit”
but an actual liability to do work, and usually should be less than
the amount of the retainage. This estimate of costs to complete
will be shown as a current liability.
Under the percentage of completion method, there is no basis
for excluding the portion of the contracts represented by the re
tainage from calculation. At the completion of the regular work
on the contract, the estimated cost necessary to make corrections,
repairs, etc., would be a measure of the uncompleted portion of
the contract at that date. The ratio of this amount to total cost
should be applied to the total amount of the contract (including
the retainage) to determine the amount of profit on the contract
to be recognized to date. The effect would therefore be to show as
a current asset the amount of retainage less estimated costs to
complete and also less the portion of the profit allocable to such
cost.
.07

Acceptability of Two Sets of Financial Statements Based on
Different Accounting Methods

Inquiry—A construction contractor with long-term contracts
maintains its records on a completed contract basis. Information
necessary for preparing financial statements on a percentage of
completion basis is available. The contractor’s surety has re
quested that the contractor change to the percentage of comple
tion basis. Is it possible to issue two sets of financial statements
based on two different accounting methods?
§ 6700.07
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Reply—Paragraph 15 of Accounting Research Bulletin No. 45
states that when estimates of costs to complete and extent of
progress toward completion of long-term contracts are reason
ably dependable, the percentage of completion method is prefer
able. Although the completed contract method may be an accept
able alternative method under such circumstances, it is unlikely
that for any one company the use of both these methods could
result in two different sets of financial statements, each of which
fairly presents financial position and results of operations.
.08

Cost of Materials Above Net Realizable Value

Inquiry—A construction company is building a condominium
project for which it has received a loan commitment that funds
will be available for completion of the project. The company
accounts for construction costs under the completed contract
method. The cost of steel and cement for the project to date,
reported as construction in progress (inventory) on the financial
statements, is above current net realizable value for those items.
Should the inventory of steel and cement costs be written down
to current realizable value?
Reply—Accounting Research Bulletin No. 43, chapter 4, deals
with inventory pricing. Since funds have been committed to
complete this project, the determination of the inventory values
for the steel and cement should be made within the context of
the assurances that the project will be completed with the
contemplated revenues exceeding the total cost of the project
upon completion of the construction. Assuming no going-con
cern problems, it is not appropriate to mark down the steel and
cement used to date on the basis of lower current prices. There
should be footnote disclosure of the pricing methods used (cost
in this case); the assurances that funds will be available for
completion of the project; and that revenues to be realized upon
completion are expected to exceed total costs.
.09

Classification of Billings in Excess of Costs

Inquiry—A construction company on the completed contract
method would like to classify “billings in excess of costs on
uncompleted contracts” as a noncurrent liability. Is that classi
fication acceptable?
Reply—A footnote to page 93 of the AICPA Industry Audit
Guide, Audits of Construction Contractors, states:
AICPA Technical Practice Aids
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Paragraph 12 of Accounting Research Bulletin No. 45 states
that “When the completed contract method is used ... an
excess of accumulated billings over related costs should be
shown among the liabilities, in most cases as a current liability.”
[Italics supplied.] The phrase “in most cases” was inserted
as a recognition of the possibility of situations arising in which
it would be unreasonable to require the entire amount of the
excess to be treated as a current liability. In such cases, a
“suspense” or “deferred credit” category could properly be used
for the profit element. [See Journal of Accountancy, February
1956, page 63.]

Attempts to classify a portion of ‘‘billings in excess of costs
on uncompleted contracts” as a noncurrent liability should be
discouraged. However, a noncurrent classification may not
necessarily constitute a departure from generally accepted
accounting principles.

The next page is 6351.
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Section 6910

Investment Companies
.01

Valuation of Securities at Cost or Fair Value

Inquiry—A two-shareholder venture capital corporation is
capitalized for under $100,000 and leveraged from stockholder
loans in excess of a 50:1 debt-equity ratio. The company’s business
consists of providing funds in the form of loans, equity, or a
combination of loans and equity to companies with no public
market for their securities. Also, the company sometimes pro
vides management supervision to its investees.
The company’s equity investments are typically in companies
which have a limited operating history. Valuation of such
equities, notwithstanding the care, good faith, and expertise of
those involved in the valuation process, is difficult at best.
Because of the uncertainty concerning the value of the invest
ments, it seems likely that if all equities were carried at value
there would be very large changes from year to year in unrealized
appreciation.
Can the company present its securities at cost on the balance
sheet with the company’s estimate of the value of the equities
disclosed in a footnote to financial statements?
Reply—The company’s securities should not be valued at cost,
but at estimated fair value as discussed in the AICPA Industry
Audit Guide, Audits of Investment Companies (1973), pages 16
and 17, 35 through 37, and 46 through 48. If the company insists
on valuing the securities at cost, an opinion similar to that shown
on pages 111 and 112 would be required to be expressed by the
auditor.
.02

Basis for Valuation of Investments by Pension and Profit
Sharing Funds

Inquiry—When a reporting entity is a pension or profit
sharing plan, would fair presentation require that the fund
assets be valued at market? This method of valuation would seem
to be consistent with the intent of most plans regarding the allo
cation of current earnings or losses to the various participants’
equity.
Reply—Pensions and profit sharing plans are, in fact, a form
AICPA Technical Practice Aids
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of investment company. Current practice for financial statements
of investment companies is presented in the AICPA Industry
Audit Guide, Audits of Investment Companies (1973). Open-end
investment companies are required by the Guide to report their
investments at market, while closed-end funds are permitted to
present investments either at cost with disclosure of market, or
at market with disclosure of cost. The problems of pension funds
and profit sharing funds are closer to those of open-end invest
ment companies than to closed-end companies. Therefore, it
would be appropriate for a pension of profit sharing plan to show
its investments in marketable securities at present market value,
with disclosure of historical costs.
.03

Basis for Valuation of Investments in Rental Property

Inquiry—A client, an investment company, has substantial
investments in assets other than securities, particularly rental
real estate. The AICPA Industry Audit Guide, Audits of Invest
ment Companies (1973), seems to discuss only the valuation of
investments in securities. In the regulations to the Investment
Company Act of 1940, however, Rule 2a-4, paragraph (a)(1)
states, “Portfolio securities with respect to which market quota
tions are readily available shall be valued at current market
value, and other securities and assets shall be valued at fair value
as determined in good faith by the board of directors of the reg
istered company.’’ How should the investment in rental property
be reported?
Reply—The AICPA Industry Audit Guide, Audits of Invest
ment Companies, states that, in general, all investment com
panies should report their security investments at value. This
principle would also apply to the rental property in this client’s
portfolio.
Pages 109-110 of the guide contain an example of a form which
may be used for expressing an opinion on financial statements in
which there is a material portion of securities valued ‘‘in good
faith” by the board of directors and for which the auditor has
examined documentation supporting such securities valuation
and found nothing to indicate that the valuation principles are
not acceptable or have not been consistently applied or that the
valuation is not reasonably supported by competent evidential
matter (also see page 48 of the guide).
Accounting Series Release No. 118, Accounting for Investment
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Securities by Registered Investment Companies, also includes a
discussion of securities valued ‘‘in good faith.’’
.04

Equity Method Not Applicable to Investments in Venture
Capital Corporations

Inquiry—Does the equity method of accounting for invest
ments in common stock apply to venture capital corporations
which are subsidiaries of bank holding companies'? These cor
porations are registered as small business investment corpora
tions under the Small Business Investment Act of 1958.
Reply—Accounting Principles Board Opinion No. 18, The
Equity Method for Investments in Common Stock, paragraph 2,
states in part:
This Opinion does not apply to investments in common stock held
by (a) investment companies registered under the Investment Com
pany Act of 1940 or investment companies which would be included
under the Act (including small business investment companies) ex
cept that the number of stockholders is limited and the securities are
not offered publicly . . .

Therefore, since venture capital corporations are a form of
investment company, APB Opinion No. 18 would not apply.

The next page is 6411.
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Section 6920
Voluntary Health and
Welfare Organizations

.02

Classification of an Organization with Clubhouse and Member
ship Duos as a Voluntary Health and Welfare Organization

Inquiry—The principal source of revenue of an organization
is membership dues, although some revenues come from minor
fund raising activities. The group’s activities run the gamut from
rehabilitating drug addicts to improving the reading skills of
school children. In addition to these activities, the organization
maintains a clubhouse (including a food and beverage operation)
for the use of its members as a headquarters and meeting place.
Should this organization be classified as a “ voluntary health and
welfare organization” as defined in the preface to the AICPA
Industry Audit Guide, Audits of Voluntary Health and Welfare
Organizations (1974), which states, “As a group, voluntary
health and welfare organizations include those nonprofit organi
zations that derive their revenue primarily from voluntary con
tributions from the general public to be used for general or
specific purposes connected with health, welfare, or community
services. ’ ’
Reply—The fact that membership dues are the principal
source of revenues and a clubhouse is maintained does not pre
clude the organization from being considered a voluntary health
and welfare organization under the guide. In many cases, mem
bership dues to a service club can be considered similar to vol
untary contributions. In determining whether the club is a volun
tary health and welfare organization, the primary consideration
should be the nature of its activities. If the functions of this or
ganization are directed primarily toward social welfare and
health activities, it should probably be considered a voluntary
health and welfare organization.

.03

Basis of Valuation of Donated Materials

Inquiry—A nonprofit, church-related home for custodial care
and placement of homeless children receives cash and noncash
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gifts daily. The gifts include such items as bread, a used pickup
truck, and livestock, and other agricultural commodities grown,
raised, or produced by the donor. At what value should such gifts
in kind be recorded?
Reply—Chapter 5 of the AICPA Industry Audit Guide, Audits
of Voluntary Health and Welfare Organizations (1974), deals
with donated material and services. Page 20 discusses donated
material as follows:
Donated materials of significant amounts should be recorded at their
fair value when received, if their omission would cause the statement
of support, revenue, and expenses to be misleading and if the organi
zation has an objective, clearly measurable basis for the value, such
as proceeds from resale by the organization, price lists, or market
quotations (adjusted for deterioration and obsolescence), appraisals,
etc. Such recording is necessary to properly account for all transac
tions of the organization, as well as to obtain stewardship control
over all materials received.
If the nature of the materials is such that valuations cannot be sub
stantiated, it is doubtful that they should be recorded as contribu
tions; used clothing received as contributions and subsequently given
away might, for example, fall into this category. There is, of course,
no valuation problem where donated materials are converted into
cash soon after receipt, since the net cash received measures the
contribution.

When donated materials are used in rendering the service provided
by the organization, the cost of such materials included in the service
is based on the value previously recorded for the contribution. If
donated materials pass through the organization to its charitable
beneficiaries and the organization merely serves as an agent for the
donors, the donation normally would not be recorded as a contri
bution.
If significant amounts are involved, the value of the materials re
corded as contributions and expenditures should be dearly disclosed
in the financial statements. Free use of facilities and other assets
useful in fulfilling the organization’s purposes should also be recorded
as contributions, based on criteria similar to those outlined above.
The basis of valuation should also be disclosed.

.04

Confirmation of Pledges Receivable Necessary Audit
Procedure

Inquiry—A client, a charitable organization, solicits pledges
for contributions from the public. The records of the organiza
tion are kept on an accrual basis.
§ 6920.04
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The client feels that the pledges receivable do not have to be
confirmed. Is it a necessary audit procedure to confirm pledges
receivable?
Reply—Confirmation of pledges receivable is necessary. One
of the audit procedures listed in the AICPA Industry Audit
Guide, Audits of Voluntary Health and Welfare Organizations
(1974), on page 19 is as follows:
On a test basis, circularize pledges receivable to establish that they
are bona fide and to obtain confirmation of certain information, such
as possible restrictions and the period over which the pledges become
due. The confirmation should be carefully worded to avoid any im
plication that the donor is being requested to pay the amount pledged.

.06

Applicability of Audit Guide to Religious Order

Inquiry—A religious order with a vow of poverty conducts
gratis missionary services. The order’s predominant source of
income is from voluntary donations which are received, not
directly, hut through an affiliated conduit organization. No
services are rendered to the affiliated organization in return for
the contributions. Does the AICPA Industry Audit Guide,
Audits of Voluntary Health and Welfare Organizations, apply
to the religious order?
Reply—The editor of the accounting and auditing column in
The Journal of Accountancy commented on the applicability
of the Guide on pages 79-80 of the January 1976 issue. His
opinion states in part:
. . . the organizations considered as being covered specifically
by the audit guide should be those that meet the criteria in the
definition of voluntary health and welfare organizations in
the guide. The organization (1) should be involved with
health, welfare or community services, (2) should not be
operated for profit and (3) should “derive [its] revenue
primarily from voluntary contributions.” . . . Listing organ
izations to which the guide applies is not possible; the circum
stances of an individual organization need to be evaluated.

Accordingly, the religious order should follow the recommen
dations in the Guide. [Amended]
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.07

Allocation of Fund Raising Expenses

Inquiry—In the AICPA Industry Audit Guide, Audits of
Voluntary Health and Welfare Organizations, Exhibit A indi
cates total plant fund expenses of $42,000 whereas Exhibits B
and C indicate total depreciation expense for the year as $34,000.
What does the $8,000 difference represent?
Reply—The $8,000 difference represents fund raising expenses,
allocated to the Land, Building and Equipment Fund.
.08

Depreciation Accounting Adopted

Inquiry—The AICPA Industry Audit Guide, Audits of Volun
tary Health and Welfare Organizations, requires the recording
of depreciation. The last paragraph starting on page vi reads
as follows:
Accounting adjustments that may be required to conform
with the accounting and reporting procedures set forth in this
guide should be retroactively applied to prior period financial
statements. The resulting effects of the prior period adjust
ments should be disclosed in notes to the financial statements
for the year in which such adjustments are made.

When depreciation accounting which is recommended by the
Guide is adopted, how should the accumulated depreciation be
recognized?

Reply—The accumulated depreciation recorded as a prior
period adjustment should be depreciation for the number of
years that the related asset has been in service.

The next page is 6471.
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Section 6930
Employee Health and
Welfare Benefit
Funds
.01

Computation of Liability for Accumulated Eligibility Credits

Inquiry—An insured fund receives premiums of $50 per month
per individual. Accumulated eligibility credits are as follows:
400 members, 3 months; 500 members, 6 months; 800 members,
9 months; and 0 members, 12 months. Would the following com
putation of liability for accumulated eligibility credits be
acceptable?
400 members x 3 months x $50
$ 60,000
500 members x 6 months x $50
150,000
800 members x 9 months x $50
360,000
Liability for accumulated eligibility credits
$570,000

Reply—Contributions should be set aside to provide for the
full amount of the liability for accumulated eligibility credits
since these insurance premiums will be paid by the fund even
though no additional contributions are made to the fund on
behalf of the eligible employee. The above computation is the
appropriate method to use in determining the liability. Other
factors, such as discounting, mortality, or terminations, could be
a refinement to the computation, and would be equally acceptable.
.02

Disclosure of Maintenance of Benefits Provision

Inquiry—A self-insured fund is covered by an agreement
under which the employers are subject to a maintenance of
benefits provision. The employers are required to maintain a cash
reserve of approximately one month’s cost of operations. The
employers are required to maintain such a reserve for existing
unreported claims for any member eligible through the financial
statement date under any circumstances, whether there be a
strike, industry-wide layoff, or fund termination.
The AICPA Industry Audit Guide, Audits of Employe Health
and Welfare Benefit Funds (1972), states that claims incurred,
but not reported, and future payment of benefits based on partici
pant’s accumulated eligibility arising from hours accumulated
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should be presented as liabilities on the balance sheet of the fund.
How should the maintenance of benefits provision be shown?
Reply—Potential benefit claims should be recorded in the
“liability under the claims incurred but not reported” and the
“liability for accumulated benefits” sections. The cash account
should be segregated to disclose the portion related to this obli
gation. There should also be adequate disclosure of the main
tenance of benefits provision of the agreement.
.03

Financial Statement Presentation of Underwriting Loss

Inquiry—The administrator of an employee health and welfare
benefit fund has questioned an item on the fund’s balance sheet.
The item appears in the liabilities section as follows:
Reserve for underwriting deficit—(Note 3) $10,000
Note 3 reads as follows:
Reserve for underwriting deficit represents a liability with the XYZ
Life Insurance Company for claims paid in excess of premiums
during the current policy year. This liability will be applied to reduce
any refunds which may accrue in the future. Such a refund was
received during the current year.

The related debit to the credit setting up the liability was to
“Underwriting Loss,” and is included among expenses in the
“Statement of Operations and Fund Balance.”
The administrator takes the position that this item should be
excluded entirely from the financial statements because:
1. The policy provides that any underwriting deficit in
one policy year is not immediately recoverable by the
insurance company but only recoverable against un
derwriting “gains” of succeeding years, if any.
2. Upon cancellation of the policy by the underwriter,
the fund is relieved of any liability for any unre
covered underwriting deficit existing on date of
cancellation.
3. There is no assurance that future underwriting
“gains” will occur to permit recovery of past deficits.
Should the underwriting loss be reflected in the financial state
ments in the year in which it occurs?
Reply—Pages 9 and 10 of the AICPA Industry Audit Guide,
Audits of Employee Health and Welfare Benefit Funds (1972),
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discusses accrued experience rating adjustments. That section of
the audit guide indicates that “experience ratings, determined
by the insurance company or by estimates, may also result in a
premium deficit which should be recorded as a liability only in
the event that the deficit will be applied against the amounts of
future premium or experience rating refunds.” The way in which
the so-called “underwriting deficits” offset against underwrit
ing “gains” indicates that the “underwriting deficits” are com
parable to the situation discussed in the audit guide. Therefore,
the “underwriting deficits” should be reflected as a liability with
accompanying footnote discloseure.
.04

Requirement for a Payroll Audit of a Welfare and Pension
Fund

Inquiry—In connection with the audit of a welfare and pension
fund, must a payroll audit be performed?
Reply—The AICPA Industry Audit Guide, Audits of Em
ployee Health and Welfare Benefit Funds (1972), discusses on
pages 20 and 21 the circumstances under which the independent
auditor should audit payrolls. In general, payroll audits should
be performed whenever the engagement calls for the determina
tion of the propriety of contributions made to a welfare and
pension fund.

The next page is 6521.
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Section 6935

Profit Sharing Plans
.01

Financial Statements for a Profit Sharing Plan

Inquiry—What financial statements are appropriate for a profit
sharing plan? Should investments be stated at market value on
the balance sheet ? Is a summary of significant accounting policies
required.
Reply—The financial statements for a profit sharing plan
should deal with the net assets available for plan benefits and the
changes in net assets available for plan benefits. The statement
of net assets available for plan benefits would include, under
assets, cash, contributions receivable, fund deposit with insur
ance company at fair value, and other assets. The liabilities
would typically include accounts payable, with the balance
described as “Net Assets Available for Plan Benefits.”
The statement of changes in net assets would include, as ad
ditions, contributions from employers, interest and dividend
income, any fee income collected, unrealized appreciation of
investments, and gains or losses on sale of securities. The deduc
tions would typically include benefit payments related to retire
ment, disability, death, termination, and other benefits payable
under the plan and would also include any expenses in connection
with the administration of the fund. There would be no “ income
statement” as such.
The purpose of a profit sharing plan is to provide resources
from which benefits can be paid. This fundamental distinction
between the financial statements of a business enterprise and
those of a profit sharing plan seems to indicate that the generally
accepted accounting principle of reporting assets at cost should
be changed to reflect the investments at their fair market value
at the statement date, with cost disclosed parenthetically or by
footnote.
Paragraph 8 of Accounting Principles Board Opinion No. 22,
which deals with the applicability of the disclosure of accounting
policies, states that a description of all significant accounting
policies of the reporting entities should be included as an integral
part of the financial statements whenever the statements issued
purport to fairly present financial position, changes in financial
position, and the results of operations in accordance with gener
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ally accepted accounting principles. Opinion No. 22 applies to
both businesses and nonprofit organizations, and, since no specific
exemptions are listed, it would appear necessary to disclose the
accounting policies followed in the financial statements of the
profit sharing plan.
.02

Applicability of AICPA Industry Audit Guide to Savings Fund

Inquiry—Company A and its employees contribute to a savings
fund which is under the control of a corporate trustee (a bank)
and which is for the exclusive benefit of the employees or their
beneficiaries. Does the AICPA Industry Audit Guide, Audits of
Employee Health and Welfare Benefit Funds, apply to the
savings fund?
Reply—The Guide does not apply to such savings plans but
relates only to health and welfare benefit funds.

The next page is 6551.
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Section 6940

Franchisors
.01

Method of Accounting for Sale of Territorial Franchise Right

Inquiry—A client sells territorial franchise rights to region
managers for $30,000 with ten percent taken in cash and the
remainder as a note. The region manager in turn sells franchises
in his territory. The note is payable at the rate of $1000 per
franchise sold in the territory but is due in three years regard
less of the number of franchises sold.
The collectibility of the notes depends on the performance of
the region managers. The company has been able to resell terri
tories of managers who have been unsuccessful, and the down
payments have been refunded in these instances.
What is the proper method of accounting for these franchise
fees and the related costs of selling the territories?
Reply—In discussing initial franchise fees for area franchises,
the AICPA Industry Accounting Guide, Accounting for Fran
chise Fee Revenue, states on page 12, “In general, with respect
to initial franchise fees related to area franchises, an attempt
should be made to follow the same principles described previ
ously for the sale of individual franchises.” The committee
recommended a test of substantial performance for revenue
recognition from individual franchises on page 8 which indicates:
... in keeping with conventional accounting theory and practice,
revenue should be recognized when the franchise sale transaction is
consummated, i.e., when any material conditions which attach to the
sale have been substantially performed. Substantial performance as
to the franchisor means that (1) he has no remaining obligation or
intent—by agreement, trade practice or operation of law—to refund
any cash already received or to excuse nonpayment of any unpaid
notes; (2) substantially all of the initial services of the franchisor
required by the contract have been performed; and (3) any other
conditions which affect consummation of the sale transaction have
been met.

Therefore, the sale of the regions is not a completed transaction
which would allow the recognition of income when the sale is
made (i.e. when the down payment and notes are received) since
the company’s practice of refunding down payments to region
managers and, in effect, excusing nonpayment of their notes
would violate item (1) above.
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Since payment of the notes is on the basis of specific perform
ance (i.e., at the rate of $1,000 per store sold in the region),
as a practical matter, a reasonable basis for recognizing deferred
revenue would be over the estimated number of stores to be
opened in a region.
With regard to the costs of selling the territories, page 17
of the guide states,
. franchisors should ordinarily defer
costs relating to specific franchise sales for which revenue has
not yet been recognized. Indirect costs of a regular and recurring
nature which are incurred irrespective of the level of sales such
as general selling expenses and administrative expenses should
be expensed as incurred.’’ Therefore, deferral and amortization
of costs “incurred to produce the region sales” could be ac
counted for in a manner similar to the deferral and recognition
of revenue discussed in the preceding paragraph. The operating
expenses of the company should be charged off as a period cost.

The next page is 6601.
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Section 6950
State and Local
Governmental
Units
.01

Financial Statements of Indian Tribe as a Governmental Entity

Inquiry—A CPA has been engaged by an Indian tribe to ren
der an opinion on their financial statements which have pre
viously been prepared on the assumption that the tribe was a
commercial enterprise. The tribe receives numerous federal
grants and administers several National Economic Development
Association and Housing and Urban Development programs.
Should the tribe be viewed as a governmental entity with indi
vidual fund statements presented for the various entities within
the tribe, or should a single consolidated balance sheet be pre
pared for the tribe as a whole?

Reply—The tribe should probably be considered as a sover
eign entity, presumably with a tax-exempt status, and the finan
cial statements of the tribe should be prepared and reported
as those of a local governmental unit. The commercial dealings
of the tribe should be reported as enterprise funds. There should
also be adequate footnote disclosure of the amounts received
from the several federal agencies, and the prohibitions and limi
tations related to the grants and projects should be described.
.02

Balance Sheet Presentation of Outside Interest in Water
Facilities

Inquiry—A government authority is currently constructing a
dam and reservoir for a city. Under a previous contract executed
several years earlier between these two entities, the city agreed
to purchase water from the authority provided that the revenues
produced were used in the eventual construction of a dam and
reservoir similar to that now under construction. Amounts paid
to the authority under, the contract were treated as any other
water sales and made their way into Accumulated Operating
Revenues in the authority’s accounts. Recently an adjustment
was made on the authority’s books reducing the Accumulated
Operating Revenues by the amount of previously earned water
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revenue leaving only the authority’s net investment in the proj
ect remaining in its accounts. What is the proper presentation
in the balance sheet of the authority of the equity held by the
municipality in facilities serving both the authority and the mu
nicipality?
Reply—If the authority has legal title to the facilities, it would
appear that the municipality’s equity should be treated as a
credit item, similar to the treatment on the books of industrial
companies of minority interest, and similar to the treatment on
statements of public utilities of contributions in aid construc
tion.
Even if legal title to the facilities does not vest in the authority,
it would appear that, since the authority has operating authority
over the facilities, such treatment would still be acceptable. Al
ternatively, the equity of the municipality might be shown on the
asset side of the authority’s balance sheet as a deduction from
the fixed assets.

.03

Effect on Auditor’s Opinion of Inconsistency in Charging
Operating Costs to Funds of School Districts

Inquiry—Several audit clients are school districts which fol
low cash basis accounting. The state school code allows opera
tional costs to be charged either to the educational fund or the
building fund. If the operational costs are included in the edu
cational fund in one year and the building fund the next year,
should the auditor qualify his report for consistency in the
application of accounting principles?

Reply—The AICPA Industry Audit Guide, Audits of State
and Local Governmental Units (1974), indicates that when the
governmental unit prepares its financial statements on a cash
basis paragraph 8 of Statement on Auditing Standards No. 14
should be followed. The suggested opinion in paragraph 8
contains the phrase, “which basis has been applied in a man
ner consistent with that of the preceding year.” Therefore,
the auditor’s report should contain a consistency exception.
[Amended]
.05

Confirmation of Taxing District’s Taxes Receivable

Inquiry—A client, a hospital district, is a taxing authority, and
§ 6950.03
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the hospital district taxes are assessed and collected by the
county government with the net proceeds remitted by the county
to the district. The county maintains all of the tax rolls and re
lated records.
In order to render an unqualified opinion on the district’s ac
counts, which would include the tax revenues and the taxes re
ceivable, it would appear necessary to examine the tax rolls of
the county government, including selecting properties physically
and tracing them to the tax rolls, footing the tax rolls, checking
mathematical accuracy of assessments, etc.
Are these procedures necessary, or would it be sufficient to
merely confirm collections and receivables with the county?
Reply—According to the AICPA Industry Audit Guide, Audits
of State and Local Governmental Units (1974), confirmation of
the tax revenues with the county would be sufficient, but, in ad
dition to confirming the receivables with the county government,
the auditor should consider examining the underlying documents
supporting the hospital district’s right to amounts included as
receivables.

.07

Transfers Between Funds

Inquiry—A state governmental unit makes annual transfers
of cash from its general fund to a recreation fund. The transfers
are not required by law or bond covenants, are not related to
any particular revenue source of the general fund, and are re
curring depending on the financial needs of the recreation fund.
What is the appropriate accounting treatment for these
transfers ?
Reply—Interfund transactions are discussed on pages 10-12
of The AICPA Industry Audit Guide, Audits of State and Local
Governmental Units. There are essentially four categories of
interfund transactions in addition to interfund loans and ad
vances. While the transfers described are not specifically
referred to in the guide, they have characteristics of the first
category of transfer discussed on page 10. The first category
consists of transfers which are revenues to the recipient and
expenditures to the disbursing fund. The transactions would
be treated as revenues or expenditures if conducted with out
siders.
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Therefore, the transfers should be accounted for as expendi
tures of the general fund and nonoperating revenue of the recre
ation fund.
.08

Litigation Settlement Received in Installments

Inquiry—Defendants in a class action suit instituted several
years ago by a municipality agreed to make payments to the
municipality in five equal installments over the next five years.
How should the municipality account for the payments to be
received?
Reply—Page 14 of the AICPA Audit Guide, Audits of State
and Local Governmental Units, states:
Generally revenues should be recorded on the accrual basis only
if they are susceptible to accrual. Being susceptible to accrual
implies more than being measurable. Revenues considered
susceptible to accrual are those revenues that are both measurable
and available. In substance, “available” means that the item
is a resource that can be used to finance the governmental oper
ations during the year.

Since the terms of the settlement call for five equal install
ments over the next five years, one fifth of the settlement should
be reported each year as collected and the settlement should
be disclosed in a note to the financial statements.
.09

Inadequate Property Records

Inquiry—An independent auditor, examining the Statement
of General Fixed Assets of a City, was not satisfied as to the
completeness or accuracy of the records for approximately 40%
of the assets. Tests performed by the independent auditor
indicated that the basis for these assets were not in conformity
with generally accepted accounting principles. Accordingly,
the independent auditor expressed an adverse opinion on the
Statement of General Fixed Assets. How can acceptable general
fixed asset records be established?
Reply—The first step in establishing acceptable general fixed
asset records is to have an inventory of the assets owned by
the City. If a record of the assets owned is not in existence,
this can be accomplished with an inventory taken by City
personnel. An estimated cost would then have to be assigned
§ 6950.08
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to each item on the inventory. A formal appraisal by an inde
pendent appraiser may not be required.

As long as the City’s independent auditor is satisfied that a
serious and reasonable effort has been made to identify the
assets owned by the City and to estimate their original cost,
he should be in a position to express an unqualified opinion
on the Statement of General Fixed Assets. The important thing
is to establish a reasonable starting point and keep adequate
records.

The next page is 6701.
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Section 6960
Colleges and
Universities
.01

Auditors’ Reporting Obligations in Connection with
Departures from Industry Audit Guides

Inquiry—A client is a state supported college. The state sup
ported colleges in this state have had a uniform published ac
counting manual for several years which sets forth their
accounts and financial statement presentation. The recent
AICPA Industry Audit Guide, Audits of Colleges and Universi
ties (1973), has brought forth certain financial statement changes
for these state supported institutions. Many of the changes will be
incorporated into their manual, however, a few areas of change
which could be significant are not scheduled to be accepted for the
manual at the present time.
What are the auditor’s reporting obligations when a client’s
financial statements do not comply with the provisions of an
Industry Audit Guide?
Reply—The Industry Audit Guides and Industry Accounting
Guides of the AICPA contain a statement such as the following
in their “Notice to Readers”:
Members should be aware that they may be called upon to justify
departures from the Committee’s recommendations.

As a practical matter, the auditor should indicate the departures
from the Guide in a middle paragraph if he believes the depar
tures require a qualified or adverse opinion.
.02

Valuation of Fixed Assets When Historical Records are
Unavailable

Inquiry—A university does not have records of the historical
costs of its fixed assets.
What method can the university use to arrive at a proper value
for these assets for financial statement purposes?
Reply—Page 48 of the AICPA Industry Audit Guide, Audits
of Colleges and Universities, states, “In the absence of historical
cost records, the assets may be stated at historically based ap
praised values with subsequent additions at cost.”
This means that the appraisals should be based on values
existing at the actual or approximate dates of acquisition for
AICPA Technical Practice Aids
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these assets and should take into account depreciation since
acquisition.
.03

Mandatory Transfer of Interest on College’s Construction
Loans

Inquiry—The AICPA Industry Audit Guide, Audits of Col
leges and Universities (1973), states on page 29:
Provision for Debt Service on Educational Plant. Includes mandatory
debt service provisions relating to educational plant including
amounts set aside for debt retirement, interest and required provi
sions for renewals and replacements. . . .

Does this include interest currently paid on loans from a bank
to temporarily finance reconstruction of the plant?
Reply—If the loans are in the nature of construction loans
being used until permanent financing for the plant is arranged,
the interest paid can be treated as a mandatory transfer as dis
cussed on page 29 and illustrated on page 67 of the guide.
.04

Direct and Indirect Costs to be Included in Educational and
General Expenses and Auxiliary Enterprises

Inquiry—Is it in accordance with the AICPA Industry Audit
Guide Audits of Colleges and Universities (1973) for various
expenditures classified as “educational and general” and as
“auxiliary enterprises” (as illustrated on pages 66 and 67 of the
Guide) to include only direct costs, or must indirect costs be
allocated to these items ?
Reply—The AICPA Industry Audit Guide Audits of Colleges
and Universities states on page 26:
Current funds expenditures and mandatory transfers comprise (1)
all expenses incurred, determined in accordance with the generally
accepted accrual method of accounting, except for the omission of
depreciation; (2) expenditures from current funds for renewals and
replacements of equipment; and (3) amounts transferred to plant
funds as required for debt service, including principal, interest, and
mandatory provisions for renewals and replacement of facilities.

Pages 29 and 30 contain a discussion of auxiliary enterprise
expenditures and mandatory transfers and indicate:
This category of expenditures embraces all costs of operating the
auxiliary enterprises, including charges for operation and maintenance
of physical plant, general administration, and general institutional
expenses; also included are other direct and indirect costs whether
charged directly as expenditures or allocated as a proportionate share
of costs of other departments or units.
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Therefore, in accordance with the guide, the various expendi
tures classified as ‘‘ educational and general’’ and as ‘‘ auxiliary
enterprises’’ should include both direct and indirect costs appli
cable to those items.
.05

Accounting for Pledges Receivable as Assets

Inquiry—A fund-raising foundation is associated with a state
supported university. The foundation’s financial statements are
prepared on a modified cash basis accounting system.
The foundation’s statements include pledges receivable as
an asset. This is offset on the liabilities side of the balance sheet
by deferred revenue. The pledges are substantiated in writing,
and most of these are being paid over a ten-year period in even
installments, but this is not required. Payments may be made on
the pledge as the donor pleases. The foundation feels that the
pledges should not be taken into revenue and fund balance until
the pledges are collected. An allowance for uncollectible pledges
has not been established. Do the procedures outlined adhere to
generally accepted accounting principles?
Reply—The AICPA Industry Audit Guide, Audits of Volun
tary Health and Welfare Organizations (1974), indicates that
pledges receivable should be recorded as assets when received,
with appropriate provision for uncollectibles. If the pledge will
not be collected within the ensuing year, there should be appro
priate discount provided in accordance with Accounting Prin
ciples Board Opinion No. 21. The Industry Audit Guide, Audits
of Colleges and Universities (1973), states on page 8:
Pledges of gifts, including uncollected subscriptions, subscription
notes, and estate notes, should be disclosed in the notes unless they
are reported in the financial statements. The notes to the financial
statements should disclose the gross amounts by time periods over
which the pledges are to be collected and related restrictions, if any,
as to use.

If the pledges are reported in the financial statements, they should
be accounted for at their estimated net realizable value in the same
manner as gifts received (except as to asset classification, for which
pledges would be reported as a receivable), and credited to unre
stricted revenues, deferred income, current restricted funds, plant
funds, etc., as appropriate. The estimated net realizable value com
prehends the present value of long-term pledges and reductions for
any allowance for uncollectible pledges.
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Expenditures for Library Books

Inquiry—Chapter 6, “Current Funds Expenditures and Trans
fers,” of the AICPA Industry Audit Guide, Audits of Colleges
and Universities, refers on page 28 to accounting for library
books, as follows:
Libraries. Includes separately organized libraries, both gen
eral and departmental. Expenditures include the cost of books,
catalogues, subscriptions, binding, and audio-visual aids as well
as expenditures for personal services, supplies, and equipment.

What is the accounting for library books in financial state
ments on the accrual basis?
Reply—The term “expenditures” used in the Guide connotes
“outlays” rather than “expenses.” Accordingly, as indicated
on pages 47, 48, 63, 66, and 68 of the Guide, some expenditures
for library books may be capitalized. It is standard practice to
view the purchase of library books as a current fund expenditure
with a debit to libraries and a credit to cash. At the same time,
an entry is made in the plant fund capitalizing the library books.
This treatment would apply to purchases of both new books and
replacements. Page 48 of the Guide indicates that library books
should be valued in the plant fund at cost or some other reason
able basis.
.07

Changes in Assumptions Related to Annuity Funds

Inquiry—The AICPA Industry Audit Guide, Audits of Col
leges and Universities, states that the annuity liability and fund
balance of annuity funds are adjusted periodically for changes
in life expectancy. Are the liability and fund balance also
adjusted for changes in dividend and interest rates'?
Reply—All assumptions included in the computation for an
nuity liability should be evaluated if deviations between the
assumptions and current experience are sufficiently material.
Adjustments to the annuity liability and fund balance would
include life expectancy and rates of dividends and interest, as
well as realized and unrealized gains and losses on securities
held. Basically, the liability should represent the present value
at the date of the remaining annuity payments.

§ 6960.06
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.08

Applicability of Audit Guide to Private Schools

Inquiry—A private school applied for accreditation. The
accrediting commission reviewed the school’s audited financial
statements and told the school that the financial statements
did not conform with recommendations in the AICPA Industry
Audit Guide, Audits of Colleges and Universities. Does the
Guide cover the financial statements of private schools?
Reply—The preface of the Guide states:
The requirements of elementary and secondary schools or
school systems have not been considered, but the guide may be
useful to the auditors of private or independent schools since
the accounting and financial reporting practices recommended
by the National Association of Independent Schools have
closely paralleled those included in College and University
Business Administration, Revised Edition, published in 1968 by
the American Council on Education, Washington, D. C.

Although the recommendations in the Guide do not specif
ically apply to private schools, a school would need to comply
with the requirements of the accrediting commission, which
may include conformity with the recommendations in the Guide.
.09

Revenue and Expenditures for Summer Session

Inquiry—If a special academic term such as a summer ses
sion begins in one fiscal year and ends in another fiscal year,
in which year or years should the revenue and expenditures
for the special term be recognized?

Reply—Page 7 of the AICPA Industry Audit Guide, Audits
of Colleges and Universities, states:
Revenues and expenditures of an academic term, such as a
summer session, which is conducted over a fiscal year end,
should be reported totally within the fiscal year in which the
program is predominantly conducted.

In other words, if six weeks of an eleven week summer session
are in fiscal year 19x1 and five weeks are in fiscal year 19x2,
the summer session revenue and expenditures should be re
ported in fiscal year 19x1.

The exception to strict accrual basis accounting stated on
page 7 of the Guide reflects the general practice of colleges and
universities to account for an entire summer or special session
in one or another fiscal year—the year that contains the greater
AICPA Technical Practice Aids
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portion of the program. Whether the general practice, or some
other practice is adopted, the practice should be followed
consistently.

§ 6960.09
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Section 7100

Proprietorships
.01

Auditor’s Opinion on Balance Sheet of a Sole Proprietorship

Inquiry—It is often doubtful that a sole proprietor can actually
separate his business assets and liabilities from his personal as
sets and liabilities. Under the circumstances, how can a CPA
possibly give an unqualified opinion on the balance sheet of a
sole proprietorship?
Reply—In the Industry Audit Guide, Audits of Personal
Financial Statements, the following statement appears on page 4:
In the case of the individual proprietorships, there may be little, if
any, distinction between personal and business assets and liabilities,
except on a completely arbitrary basis determined by the proprietor.

If such conditions exist, an auditor obviously could not form an
opinion as to fair presentation of the financial position of the
proprietorship taken alone.
However, in many instances, operations of a sole proprietor
ship are maintained on a separate basis, and the financial records
of the proprietorship are maintained with sufficient internal con
trol to justify an auditor forming his opinion. In such instances,
the fact that the assets of the proprietorship are available to
meet personal liabilities of the proprietor would not necessarily
preclude forming an opinion as to fair presentation of the assets
and liabilities of the proprietorship. Any indication that assets
of the proprietorship are in fact to be withdrawn to meet per
sonal obligations of the proprietor should of course be disclosed.

.02

Disclosure of Provision for Income Taxes

Inquiry—Are financial statements for a proprietorship re
quired to show an income tax provision?
Reply—Pages 21-25 of the AICPA Industry Audit Guide,
Audits of Personal Financial Statements present illustrative
personal financial statements. Note 1 to these statements shows
a summary statement of the net assets of a proprietorship and
discloses the proprietorship’s income before provision for income
AICPA Technical Practice Aids
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taxes for the year then ended. There is no requirement that an
income tax provision be set up on the financial statements of a
proprietorship since the proprietor’s total income tax is affected
by other matters not related to the business.

The next page is 7071.
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Partnerships
.01

Balance Sheet Presentation of Drawings in Excess of Capital
Contributions

Inquiry—Two partners each contributed capital of $100 to
form a partnership for the construction of a shopping center.
The partnership has obtained several loans to fund the construc
tion, but no payments on these loans are due for two years. The
partners each withdrew excess funds of $50,000 from the partner
ship out of the proceeds of the loans.
How would the balance sheet show the $200 of capital and
$100,000 of withdrawals!
Reply—Whether the $50,000 payments to the partners are
permissible depends on the terms of the construction loan com
mitment. If the partnership agreement is silent concerning these
payments, and they are, in fact, not loans to the partners, the
$50,000 withdrawn by each partner represents drawings in antici
pation of profits. As drawing accounts, they would normally be
closed to the partners’ capital accounts. In the situation pre
sented, it would result in a “negative” capital account for each
partner in the amount of $49,900 in the partners’ equity section
of the balance sheet. Full disclosure of the circumstances causing
the negative balance should also be included.

.02

Provision for Income Taxes on Partnership Income

Inquiry—A partnership agreement provides that in computing
net profits, there will be a provision for income taxes, and the
amount of the provision for income taxes will be considered an
expense of the partnership. In the preparation of the income
statement, would the net profit figure after income taxes be con
sidered as having been determined according to generally ac
cepted accounting principles!
Reply—Between themselves, partners may agree to compute
net profits in any fashion they wish; but for financial presenta
tion purposes, a provision for income taxes should not be set up.
The absence of this item in the financial statement can be ex
plained in the form of a footnote to the income statement. If the
income statement shows a net profit figure after income taxes,
AICPA Technical Practice Aids
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the statement is not prepared in accordance with generally ac
cepted accounting principles.
.03

Provision for Deferred State Franchise Tax on Partnership
Income

Inquiry—Being a partnership, a firm is not liable for federal
income taxes; however, the company must pay a state franchise
tax which is based on income. As with income taxes, there are
several factors that will result in differences between taxable
income and book income. Must there be a provision for deferred
state franchise tax on the financial statements?
Reply—Paragraph 13(a) of APB Opinion No. 11 defines in
come taxes as used in the Opinion to include ‘ ‘ foreign, state and
other taxes (including franchise taxes) based on income.” There
fore, deferred tax accounting would be necessary for any mate
rial amount of franchise tax on a difference in income that is
a “timing difference” as defined in Opinion No. 11.
.05

Financial Statements of a Limited Partnership

Inquiry—An auditor renders an opinion on the financial state
ments of a limited partnership. Should the financial statements
of the limited partnership and the audit report thereon include,
within the same report cover, the financial statements of and
audit report on the general corporate partner?
Reply—Since the reporting entity on which the auditor is
issuing an opinion is the limited partnership, it is not necessary
to include the financial statements of and audit report on the
general corporate partner. However, the limited partnership
financial statements should disclose that it is a limited part
nership.

The next page is 7171.
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.01

Titles and Caption for Final Figure in the “Income Statement”
of a Nonprofit Organization

Inquiry—The principal activity of a tax-exempt organization
is handling labor-management negotiations for employers. The
organization’s income is principally derived from member dues,
administration fees, and interest. Expenses of the organization
consist of usual operating expenses such as salaries, taxes, rent,
supplies, etc. What is an appropriate title for the income state
ment of this organization and what is an appropriate caption for
the final figure in the income statement?
Reply—Appropriate titles for the income statement are
‘‘Statement of Operations ” or " Statement of Revenue and Ex
pense”. Appropriate captions for the final figure in the statement
are “Excess of Accrued Revenues over Accrued Expenses” or
“Net Operating Revenue” or “Net Balance of Revenue over
Costs and Expenses.” This avoids such words as “income,”
“earnings,” “gain,” or “profit.”
A “single-step” format is appropriate for the income state
ment. Such a format would group members’ dues, administration
fees, and interest to arrive at total revenues, then group the
usual operating expenses to arrive at a total to be deducted from
such revenues in determining the final figure in the statement.
.02

Balance Sheet Presentation of Rental Houses with Purchase
Options

Inquiry—A nonprofit organization provides housing to mem
bers of minority groups in areas predominantly occupied by
majority groups. The organization sometimes arranges outside
financing for the prospective occupant and grants second
mortgages to facilitate the purchase. When it is difficult or im
possible to arrange adequate primary financing for a prospective
occupant, the organization purchases the residence and rents it
to the occupant granting him an option to purchase at the organi
zation’s cost plus any major repairs made or capitalized expenses
and an amount to cover the costs of acquisition. These options
run for various lengths of time and, in some cases, may be
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exercisable indefinitely. The association does not record depre
ciation on its books and considers the houses as an inventory
item to which it holds title only until proper financing can be
obtained by the occupants. Past experience indicates that the
houses are sold for an amount equal to, or in excess of, cost and
that the trend of real estate prices in the general area is upward.

Is it appropriate for the organization to omit depreciation on
these houses and to carry them as inventory items in current
assets? Should the balance sheet show only the net equity as an
asset (the cost reduced by the first mortgage balance) or show
the total cost as an asset and the mortgage debt divided between
current and noncurrent liabilities?

Reply—For houses owned by the organization only until
proper financing can be obtained by the occupants, it is appro
priate for the organization to omit depreciation and to show them
as an inventory item in current assets. However, with regard to
the situation where it is difficult or impossible to arrange ade
quate primary financing for a prospective occupant and where
the client purchases the residence and rents it to the occupant
with a purchase option, this residence should be carried as a fixed
asset on the balance sheet with a corresponding mortgage obliga
tion, if any, shown on the liability side of the balance sheet. This
residence should be depreciated over its expected useful life.
When and if the tenant purchases the residence, the asset would
be removed from the fixed asset category and a gain or loss
recorded upon disposition. The mortgage payable should, of
course, be divided between current and noncurrent liabilities.
.03

Accounting for Fixed Assets of Private Club

Inquiry—What is the proper method for a nonprofit private
club to account for property additions? Should the asset addi
tions be capitalized at cost and depreciated, or should they be
recognized currently as expenses?
Reply—Unless a club levies special assessments, it must re
cover the costs of its services to continue in operation. Since
depreciation is a cost of operating a club, the cost of property
should be recorded as an asset and depreciated over its useful
life.

If the financial statements of a club purport to present finan
cial position and results of operations, but material costs of
property are not recorded as assets and depreciated, the auditor
should qualify his opinion. [Amended]
§ 7300.03
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Effect on Auditor's Opinion of Omission of Depreciation on
Fixed Assets of a Museum

Inquiry—May an unqualified opinion be given on the financial
statements of a museum which does not include charges for
depreciation on fixed assets! The museum is not primarily
supported by the public, but it provides various educational
programs.

Reply—Pages 11-13 of the AICPA Industry Audit Guide,Audits of Voluntary Health and Welfare Organizations (1974),
contain a discussion of depreciation which concludes that depre
ciation expense “should be recognized as a cost of rendering
current services and should be included as an element of expenses
in the statement of support, revenue, and expenses of the fund in
which the assets are recorded and in the statement of functional
expenditures.” The intent of the voluntary health and welfare
guide was to set broad nonprofit guidelines, but it is a matter
of judgment as to whether the guide specifically applies to mu
seums, since it can be argued that museums are closer to educa
tional institutions, such as colleges and universities.

According to the AICPA Industry Audit Guide, Audits of
Colleges and Universities, pages 9-10, depreciation is not charged
as an operating expense, but the provision may be reported in the
statement of changes in the balance of the investment-in-plant
fund.
An unqualified opinion may be issued on the financial state
ments of a museum which does not depreciate its fixed assets on
the basis that the museum is more in the nature of an educational
institution than a voluntary health and welfare organization.
.05

Accounting for Nonprofit Company’s Investments in Securities
of Subsidiaries

Inquiry—A client, a state farm bureau which is a nonprofit
organization, owns capital stock in two corporations. The farm
bureau owns 100% of the outstanding capital stock of a cor
poration which sells equipment parts to farm bureau dealers.
The bureau also owns 100% of the preferred stock of a grain
marketing concern, while farm bureau members own 100% of the
common stock.
The farm bureau has not consolidated the subsidiaries in its
financial statements because it is felt the operations of the comAICPA Technical Practice Aids
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panies are incompatible for consolidation. Should the invest
ments, however, be accounted for by the equity method?
Reply—Accounting Principles Board Opinion No. 18, para
graph 2(b) indicates that the Opinion does not apply to invest
ments in common stock held by nonbusiness entities. While
ownership of voting preferred stock would be used to test for the
20% ownership under paragraph 17, the equity method itself is
applied only to investments in common stock. Therefore,
although use of the equity method may not be required, it would
be desirable to account for the bureau’s investment in the equip
ment parts corporation under the equity method. But the equity
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method should not be used for the preferred stock investment
which should still be carried at cost.
.06

Valuation of Marketable Securities Held by Trustee for Life
Beneficiaries

Inquiry—A charitable society was bequeathed various market
able securities. The terms of the trust require the net income to
be paid to the life beneficiaries, and upon the death of the last
survivor, the securities will become the property of the charitable
society. What value should be used for the securities when they
are received by the charitable organization?
Reply—When legal title to the securities devolves to the char
itable society, the society should record the securities in the same
manner as a nonprofit organization ordinarily records a current
gift, donation or bequest. Generally accepted accounting prin
ciples support the use of fair market value at the date of the
society’s succession to legal title.
.07

Valuation of Contributed Services to Tax-Exempt
Organizations

Inquiry—Does Accounting Principles Board Opinion No. 29,
Accounting for Nonmonetary Transactions, apply to contributed
services such as unpaid corporate directors or services to taxexempt organizations?
Reply—In defining certain terms used in APB Opinion No. 29,
paragraphs 3(c) and (d) state:
Exchange (or exchange transaction) is a reciprocal transfer be
tween an enterprise and another entity that results in the enterprise’s
acquiring assets or services or satisfying liabilities by surrendering
other assets or services or incurring other obligations.

Nonreciprocal transfer is a transfer of assets or services in one
direction, either from an enterprise to its owners (whether or not in
exchange for their ownership interest) or another entity or from
owners or another entity to the enterprise. An entity’s reacquisition
of its outstanding stock is an example of a nonreciprocal transfer.

Based upon the above definitions, APB Opinion No. 29 would
apply to contributed services received. The basis of accounting
for the transaction should be in accordance with paragraph 18
of the Opinion which concludes, “. . . in general, accounting
for nonmonetary transactions should be based on the fair values
of the assets (or services) involved which is the same basis as
that used in monetary transactions. ’ ’
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Income Statement Presentation of Grants-ln-Aid

Inquiry—Should grants-in-aid for operating expenses of a
nonprofit organization be set up on the income statement net of
the expenses or gross of expenses?

Reply—Unrestricted grants-in-aid should be shown gross on
the income statement and properly designated.
.09

Exclusion from Revenue of Designated Gifts Accepted as
Custodian

Inquiry—A nonprofit voluntary welfare organization’s princi
pal program activity is to subsidize other institutions for the
support of children in their care. Revenues of the organization
are derived mainly from contributions from the public in re
sponse to radio, television and magazine appeals. Approximately
80 percent of total revenues are received from sponsors who
agree to sponsor a child in one of the institutions being subsidized
by the organization. In consideration for the voluntary accept
ance of a sponsorship obligation by a donor, one of the subsidized
institutions is authorized to accept the care of a child from a
waiting list carried by the institution. The cost to the donor for
becoming a sponsor is the payment of a specified amount per
month to the organization.

As a part of its effort in fostering a personal relationship
between sponsor and child, the sponsor is encouraged to send
cash through the organization from time to time for delivery to
the child or for the purchase, by the institution superintendent, of
a personal gift from the sponsor to the child on such occasions
as Christmas, birthdays, etc. The organization transmits these
personal “designated gifts” from the sponsor to the child as a
custodial function, without any deduction for handling or
administrative costs.
Are such designated gifts received from sponsors for delivery
to a specified child includible in revenue of the organization, or
are such designated gifts to be excluded from revenue and
treated instead as funds accepted in a custodial capacity?

Reply—The designated gifts received from sponsors should be
excluded from revenue and treated as funds accepted in a cus
todial capacity only. The agency having custodial funds should
recognize this accountability for them by including them in its
balance sheet as an entirely separate fund group.
§ 7300.08
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The AICPA Industry Audit Guide Audits of Voluntary Health
and Welfare Organizations (1974), contains an explanation of
custodian funds on page 3.
.10

Accounting for Annuity Funds Received by Retirement Home

Inquiry—A client operates a nonprofit retirement home for
the aged. The corporation accepts money from individuals in
exchange for annuities based on their life expectancies. How
should the nonprofit organization account for the annuities?

Reply—The AICPA Industry Audit Guide, Audits of Colleges
and Universities, indicates that the actuarial method should be
used to account for “annuity funds”. Pages 50 and 51 of the
Guide state:
The actuarial method requires the recording of the assets at
cost or at fair market value at date of receipt. The liability
side includes an account for the present value of the aggregate
liability for annuities payable, based upon acceptable life
expectancy tables, and an account for the fund balance or
deficit. When a gift is received, the present value of the annu
ities payable is credited to the liability account and the re
mainder to the fund balance. Investment income and gains
are credited, and annuity payments and investment losses are
charged, to the liability account. Periodically, an adjustment
is made between the liability and the fund balance to record
the actuarial gain or loss due to recomputation of the liability
based upon the revised life expectancy. By recognizing the
present value of the annuities as a liability, the actuarial
method meets the requirements of generally accepted account
ing principles and therefore should be used.

[Amended]
.11

Auditor’s Report on Incomplete Statement of Receipts and
Disbursements

Inquiry—A CPA has completed the audit of a large nonprofit
organization and has issued his report on the client’s balance
sheet and a statement of changes in fund balances. The client
wishes to include the auditor’s report in its published annual
report; however, they wish to substitute a statement summariz
ing receipts and disbursements for the statement of changes in
fund balances.
The CPA believes the statement of receipts and disbursements
does not fairly present the activities of the organization, for it
AICPA Technical Practice Aids
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omits substantial gifts from a major contributor, gains from
investment transactions, and increases in the capital fund.
Is the CPA correct in issuing an adverse opinion, or can the
deficiencies be corrected by a note to the statement?
Reply—If the statement of receipts and disbursements is sup
posed to represent receipts and disbursements of all fund ac
counts, and if there has been a substantial omission, an adverse
opinion is in order.
A note to the statement to the effect that a material item has
not been included in the receipts does not cure an inherent state
ment deficiency.
.12

Inventory Valuation for a Nonprofit Scientific Corporation

Inquiry—Products produced by a nonprofit scientific corpora
tion are sold at prices which are less than production costs. The
difference between cost and sale proceeds is covered by grants.
The corporation’s balance sheet shows inventories valued at an
arbitrary amount with a notation that such amount is not to
indicate true value but to indicate the existence of inventories.
A portion of inventories is considered as base stock and is classi
fied as a fixed asset. No provision is made for distribution,
handling, or storage costs. For the above described situation,
what is the proper method of pricing inventories ?
Reply—Statement No. 5 of Accounting Research Bulletin No.
43, Chapter 4 states:
A departure from the cost basis of pricing the inventory is
required when the utility of the goods is no longer as great as
its cost. Where there is evidence that the utility of goods,
in their disposal in the ordinary course of business, will be
less than cost, whether due to physical deterioration, obsoles
cence, changes in price levels, or other causes, the difference
should be recognized as a loss of the current period. This is
generally accomplished by stating such goods at a lower level
commonly designated as market.

Accordingly, inventories should be valued at lower of cost or
market and not at an arbitrary amount. The entire amount of
inventory, including the base stock, should be shown as inven
tory, not as fixed assets. Under Statement No. 6 of ARB No. 43,
Chapter 4, the distribution, handling, or storage costs can be
viewed as “reasonably predictable costs of completion and dis
§ 7300.12
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posal” and should be deducted from the sales price to arrive at
net realizable value.
Accounting Principles Board Opinion No. 20, which relates to
correction of an error in paragraphs 13, 36, and 37, and the In
stitute’s Industry Audit Guide, Audits of Voluntary Health and
Welfare Organizations, page vi, indicate that the above de
scribed change in accounting principle should be reported as a
prior period adjustment. Paragraphs 18 and 26 of Accounting
Principles Board Opinion No. 9 state:
18. With respect to prior period adjustments, the Board has
concluded that those rare items which relate directly to the
operations of a specific prior period or periods, which are ma
terial and which qualify under the criteria described in para
graph 23 . . . below should, in single period statements, be
reflected as adjustments of the opening balance of retained
earnings. When comparative statements are presented, cor
responding adjustments should be made of the amounts of net
income (and the components thereof) and retained earnings
balances (as well as of other affected balances) for all of the
periods reported therein, to reflect the retroactive application
of the prior period adjustments. (See paragraph 26 for required
disclosures of prior period adjustments.)
26. When prior period adjustments are recorded, the re
sulting effects (both gross and net of applicable income tax)
on the net income of prior periods should be disclosed in the
annual report for the year in which the adjustments are made.
When financial statements for a single period only are pre
sented, this disclosure should indicate the effects of such
restatement on the balance of retained earnings at the begin
ning of the period and on the net income of the immediately
preceding period. When financial statements for more than
one period are presented, which is ordinarily the preferable
procedure, the disclosure should include the effects for each
of the periods included in the statements. Such disclosures
should include the amounts of income tax applicable to the
prior period adjustments. Disclosure of restatements in annual
reports issued subsequent to the first such post-revision dis
closure would ordinarily not be required.
.13

Retention of Life Estate By Donor of Property

Inquiry—A parcel of property is donated to a nonprofit edu
cational foundation with the donor retaining a life estate in the
property. When should the gift be recorded? Should the gift
be recorded at current market value or at discounted estimated
value of the life estate? What disclosure of the gift should be
AICPA Technical Practice Aids
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made in the financial statements of the foundation? Should the
life estate be recorded as a liability?

Reply—Since the AICPA Audit Guide, Audits of Colleges and
Universities, applies to this situation, the transfer of the parcel
of property should be recorded at its fair market value as of the
date of the gift in accordance with the discussion on page 8 of
the guide. The terms of the gift, particularly that the donor
retains a life estate in the property should be disclosed. The life
estate should not be reported as a liability.

The next page is 7351.
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Related Parties
.04

Disclosure of Salary Paid to Owner-Manager

Inquiry—Does Statement on Auditing Standards No. 6 re
quire disclosure of the salary paid to an individual who is both
a member of management and a principal stockholder?
Reply—Paragraph 3 of SAS No. 6 states, in part:
Examples of related party transactions include transactions
between a parent company and its subsidiaries, transactions
between or among subsidiaries of a common parent, and trans
actions in which the reporting entity participates with other
affiliated businesses, with management4 or with principal stock
holders (or other ownership interests).

Note 4 states:
Compensation arrangements, expense allowances, and other
similar items in the ordinary course of business are not deemed
to be related party transactions for purposes of this Statement

The exclusion in Note 4 applies when an individual is an owner
manager. Therefore, the salary paid to the owner-manager does
not have to be disclosed under SAS No. 6.
.05

Loans to Bank Officers and Directors

Inquiry—A bank makes loans to its officers and directors.
Does Statement on Auditing Standards No. 6 require the bank

to disclose the loans?
Reply—The fact that a bank’s business is to make loans
does not change the disclosure requirements of SAS No. 6.
A bank should disclose loans to officers, directors, and em
ployees when such loans are material individually or in total.

The next page is 7401.
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Estates and
Trusts
.01

Trust Funds for Perpetual Care of Cemetery

Inquiry—In accordance with state laws, a cemetery conduct
ing business as a closely held corporation is required to set aside
in a perpetual trust, with a corporate trustee, a certain amount
from the sales proceeds of lots and crypts to be used for the per
petual care of the cemetery. The cemetery has no recourse to the
principal of the trust, but receives all income earned by the trust
assets. Before the state law was enacted, the cemetery made con
tributions to a similar trust as part of the contract of sale of
lots. The cemetery contends that assets deposited with the trustee
should not be reflected as part of its financial position because it
has no claim to the corpus of the trust. Is this an appropriate
method to account for such a trust?

Reply—The cemetery management is technically correct in
contending that the assets deposited with the trustee should not
be reflected as part of the financial position of the cemetery. Sit
uations analogous to that of the cemetery include escrow funds
held by an escrow company which are shown in a separate state
ment; trust funds established by third parties under which a
college or university has a beneficial interest only in the resulting
income, the trust corpus in such case not being included as an
asset in the balance sheet of the college or university; and em
ployees’ pension, health, and welfare funds which are reflected
in a separate statement.

Although the cemetery’s balance sheet need not reflect the trust
fund assets, the balance sheet should reflect the cemetery’s agency
obligation(s), i.e., the cemetery’s liability either by contract or
statute to pay over certain portions of monies received or re
ceivable to the trustee.

The accounting treatment is the same whether the cemetery
has entered into a contract to establish a trust or whether the
cemetery’s obligation to do so is required by statute.
Footnote disclosure of amounts held in trust, income from
which is used in whole or in part to meet the cemetery’s com
mitments respecting perpetual care, would be desirable but
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not mandatory in order to make the statements not misleading
(unless the statute itself calls for such disclosure). If footnote
disclosure concerning the trust fund assets is made, the cemetery
could also reiterate its policy or procedure of promptly remitting
monies to the trustee in connection with cash and deferred pay
ment transactions.
None of the AICPA’s official Bulletins or Opinions have dealt
specifically with the matter of accountability for, and presenta
tion of, funds or property received by an accounting entity in
various somewhat related capacities, i.e., as custodian, bailee,
factor, depository, agent to receive and pay over, stockholder, or
trustee. Technically, the trust funds are not required to be re
ported by any accounting entity other than the trust.

The next page is 7431.

§ 7500.01

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

7431

Section 7600

Business Combinations
—General
.01

Date of Acquisition of a Company

Inquiry—A corporation acquired a company for cash in
March, subject to the same basic terms as negotiated orally in
early January. It would like to designate December 31, the pre
vious year-end of the acquired company, as the acquisition date,
subject to imputed interest. The written contract does not spe
cifically mention the date effective control passes to the acquiring
company, although the December 31 balance sheet was prepared
in accordance with Accounting Principles Board Opinion No. 16,
paragraph 88(c) in anticipation of the acquisition.
Would it be proper to use December 31 of the previous year as
the effective date of control of acquired company?
Reply—If the terms of the plan of combination were an
nounced in writing or otherwise formally made known to the
stockholders of the acquired company in early January, it would
be appropriate to use, for accounting purposes, a balance sheet
as of that date or any later balance sheet near the date of the
cash payment with appropriate adjustment for imputed interest
on the cash payment. If the December 31 balance sheet would not
differ materially from a balance sheet prepared in early January,
the December 31 balance sheet might be used.
Paragraph 93 of APB Opinion No. 16, states:
The Board believes that the date of acquisition of a company
should ordinarily be the date assets are received and other assets
are given or securities are issued. However, the parties may for
convenience designate as the effective date the end of an accounting
period between the dates a business combination is initiated and
consummated.

Paragraph 46 of APB Opinion No. 16, states, in part:
A plan of combination is initiated on the earlier of (1) the date
that the major terms of a plan, including the ratio of exchange of
stock, are announced publicly or otherwise formally made known
to the stockholders of any one of the combining companies (2) the
date that stockholders of a combining company are notified in
writing of an exchange offer.

It is assumed that there were no dividends, redemptions of
stock, or other transactions between the acquired company and
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its stockholders between December 31 and the date the assets
were taken over by the purchaser. It is also assumed that the fair
market value (rather than book value) of the assets of the ac
quired company, which must be determined in order to properly
allocate the purchase price, did not change appreciably between
December 31 and the date of initiation of the transaction.
.02

Date of Consummation of a Business Combination

Inquiry—A client signed an agreement on June 30 for the
acquisition of another company. The agreement calls for a clos
ing date to be held only after the buyer receives financial state
ments of the seller for past years, and the seller receives a ruling
from the Internal Revenue Service that the transaction will not be
taxable. It is anticipated that these conditions will be met within
sixty days of the signing of the agreement at which time stock
will be exchanged.
The company’s year ends on June 30, and the auditor is in the
process of examining the financial statements of the client. The
auditor believes that the two companies have effectively com
bined their interests as of the year-end. According to the require
ments of Accounting Principles Board Opinion No. 16, paragraph
47g, was the combination consummated before the end of the
client’s fiscal year?
Reply—APB Opinion No. 16 does not define the term “consum
mated” as it is used in paragraph 47g. However, in that the two
companies have effectively combined their interests before the
end of the year, and the two conditions to the agreement were
not major obstacles, paragraph 47g would not preclude the audi
tor from considering the transaction as consummated before the
end of the year.
.03

Financial Statement Presentation of Agreement to Acquire
Company

Inquiry—A client has entered into an agreement to acquire
fifty percent of the stock of a corporation. To finance the acquisi
tion, the company has arranged for a third party, a bank, to ac
quire the fifty percent interest in the corporation, and the com
pany will purchase these shares from the bank over a five-year
period. The price to be paid the bank for these shares has been
fixed, subject only to changes in the prevailing interest rates.
When the bank acquires the fifty percent ownership, the by-laws
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of the corporation will be changed, and the client will be allowed
to control half the seats of the board of directors.
Should the contract with the bank be considered an executory
contract with the investment recorded only as the shares are ac
quired from the bank, or should the entire obligation be recorded
on the client’s financial statements?
Reply—The date of an acquisition in which the acquisition is
being financed by an outside party depends primarily upon the
date on which the principal rights of ownership are acquired. It
would appear that the principal rights of ownership of equity
securities are the rights to realize future gains in value and to be
subject to future losses in value of the investee. Under the con
tract in question, the client has the right, subject to payment of
the agreed amounts, to obtain the benefit of future earnings of
the investee; and further, any losses in value of the purchased
securities will be borne by the client. The principal attributes of
ownership have been acquired by the company, and, therefore,
the 50% interest and the related liability should be shown on the
company’s balance sheet.
.04

Conditions for Pooling of Interests Method

Inquiry—If any of the seven conditions set forth in paragraph
47 of Accounting Principles Board Opinion No. 16 are not met, a
business combination must be treated as a purchase.
Condition ‘‘a ” of this paragraph requires:
The combination is effected in a single transaction or is com
pleted in accordance with a specific plan within one year after
the plan is initiated.

Condition “g” requires:
The combination is resolved at the date the plan is consum
mated . . .

Is a combination resolved when a specific plan is initiated, com
pleted, or consummated?
Reply—Paragraph 47(g) states that the existence of any pro
vision for future issuance of stock or other compensation subse
quent to the date a combination is consummated (based on mar
ket prices or earnings subsequent to consummation) would re
quire that the combination be accounted for as a purchase. Para
graph 47(a) requires that the combination must be effected with
in one year following the initiation of the plan. The word “con
summated” in subparagraph “g” should be read to include both
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the phrase “effected in a single transaction” and “completed”
as used in subparagraph “a”.
This means that there may be conditions at the date of initia
tion of a plan as to the number of shares which may be issued.
However, as long as these conditions are met by date of con
summation of the plan and such date of consummation is not
more than one year after the date of initiation, pooling of interest
accounting is not precluded. The definition of consummation of a
plan is discussed in Accounting Interpretation No. 4 of APB
Opinion No. 16.
.05

Accounting for Acquisition Costs Incurred in Merger

Inquiry—In acquiring Corporation B, Corporation A incurred
certain legal, accounting, printing, and other costs. These costs
were capitalized and are being amortized over a forty-year pe
riod. Corporation B also incurred similar costs which were cap
italized and are being amortized.
Consolidated financial statements are being prepared with the
acquired Corporation B as an operating subsidiary of the ac
quiring Corporation A.
Were the merger costs properly handled, or should they be
adjusted at this time?
Reply—Interpretation 33 of Accounting Principles Board
Opinion No. 16 relates to costs of maintaining an “acquisitions
department,” and states:
All “internal” costs associated with a business combination are
deducted as incurred in determining net income under APB Opinion
No. 16. This answer applies to costs incurred for both “poolings” (see
paragraph 58) and “purchases” (see paragraph 76). Naturally, costs
incurred in unsuccessful negotiations are also deducted as incurred.
Paragraph 76 specifies that in a business combination accounted
for by the purchase method the cost of a company acquired includes
the direct costs of acquisition. These direct costs, however, are “outof-pocket” or incremental costs rather than recurring internal costs
which may be directly related to an acquisition. The direct costs
which are capitalized in a purchase therefore include, for example, a
finder’s fee and fees paid to outside consultants for accounting, legal,
or engineering investigations or for appraisals, etc. All costs related
to effecting a pooling of interests, including the direct costs listed
above, are charged to expense as specified in paragraph 58.

Costs of printing securities should reduce the fair value as
signed to the securities, in accordance with paragraph 76 of APB
Opinion No. 16.
§ 7600.05
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The language in paragraph 76 and interpretation 33 indi
cates that the direct costs incurred by the acquiring corporation
may be capitalized, but the costs incurred by the target (ac
quired) company may not. Therefore, the costs should have been
expensed by Corporation B under APB Opinion No. 16. This
should now be treated as a correction of an error under APB
Opinion No. 20 and accounted for as a prior period adjustment.
The costs incurred by Corporation A should have been consid
ered as part of the cost of investment and not necessarily cap
italized and amortized separately.

The next page is 7531.
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.01

Acquisition of Parent Company by Subsidiary

Inquiry—Company A owns seventy percent of the outstanding

voting common stock of Company B. A “downstream” merger,
whereby Company B, the subsidiary, would acquire the assets of
Company A, is planned. The transaction would be recorded fol
lowing the purchase method of accounting. Some controversy has
arisen over whether Company B can be the surviving corpora
tion after the transaction is completed. Could the subsidiary com
pany become the survivor company after the merger!
Reply—In Accounting Interpretation No. 20 to Accounting
Principles Board Opinion No. 16, concerning the acquisition of
minority interest, the following statement appears:

Whether a parent acquires the minority or a subsidiary acquires its
parent, the end result is a single shareholder group, including the
former minority shareholders, owning the consolidated net assets.

In a “ downstream’’ merger the effect of the transaction is that
the stockholder group is increased by acquisition of the former
minority shareholders of the subsidiary. The transaction should
be accounted for as if the surviving company were the parent,
rather than the subsidiary. The subsidiary should, therefore,
adjust its accounts to reflect any difference between the parent’s
equity and unamortized cost to the parent of its investment in
the subsidiary (including the effect of any difference between the
fair value of the stock held by minority shareholders at date of
the combination and the net equity position of such minority in
the Surviving company).
The stockholders ’ equity of the surviving company should be
adjusted to reflect the stockholders’ equity of the former parent,
after giving effect to acquisition of the former minority interest.
If the resulting capital account is less than the par or stated
value of the capital stock of the survivor, an appropriate transfer
must be made from retained earnings.

Whether the former parent or the former subsidiary is the
surviving company is a legal matter, not an accounting matter
and, therefore, is not subject to Accounting Principles Board
pronouncements. Accounting for the transaction, however, should
AICPA Technical Practice Aids
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follow the substance of the transaction. The accounting for the
surviving company should, therefore, be the same whether it is
the parent or the subsidiary that survives.
.02

Income of Acquired Company Pending Approval of Merger by
Regulatory Agency

Inquiry—Corporation A executed a stock purchase agreement
in January, 1975, whereby A would purchase the stock of Corpo
ration B. This purchase must be approved by the Interstate Com
merce Commission. A and B also entered into a temporary man
agement agreement which was approved by the ICC effective
March 1, 1975. Under this temporary management agreement, A
will operate B until the ICC rules on the purchase. Any income
or losses of B during the term of the agreement will be credited
or charged to A regardless of the ruling of the ICC. How should
Corporation A account for the operations of B during the tem
porary management period?

Reply—The profit or loss under the temporary management
agreement should be accounted for by the acquiring company in
accordance with paragraphs 93 and 94 of Accounting Principles
Board Opinion No. 16. As indicated in paragraph 93 of the Opin
ion, using March 1, 1975, as the effective date of acquisition
would require an adjustment of the cost of the acquired company
and net income otherwise reported to compensate for recognizing
income before consideration was transferred. Income of the ac
quired company included in consolidation would have to be re
duced by imputed interest as provided in the last sentence of
paragraph 93. Paragraph 94 also indicates, “. . . income of an
acquiring corporation for the period in which a business com
bination occurs should include income of the acquired company
after the date of acquisition by including the revenue and ex
penses of the acquired operations based on the cost to the
acquiring corporation. ’ ’
.04

Amortization of Goodwill Expense of Consolidated Entity

Inquiry—A business combination was treated as a purchase,
and part of the cost was assigned to goodwill. The parent caused
the goodwill (and amortization) to be recorded on the books of
the subsidiary. Should amortization of goodwill resulting from
§7610.02
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a business combination be assigned as an expense of the sub
sidiary and treated as a deduction before “net income before
federal income tax” of that subsidiary, or is it an expense of
the parent?

Reply—Accounting Principles Board Opinion No. 16, Business
Combinations, contains a discussion of the application of the
purchase method beginning with paragraph 66. Specific guide
lines to be used in recording assets acquired and liabilities as
sumed are discussed in paragraphs 87-89. As indicated in para
graph 90 of APB Opinion No. 16 and APB Opinion No. 17,
Intangible Assets, goodwill should be amortized.
Where the acquired company continues to operate as a sub
sidiary, the goodwill and amortization of goodwill is normally
recorded as part of the consolidation process. There is nothing
to preclude a parent company from instructing its subsidiary to
adjust its statements to reflect the goodwill and amortization on
the subsidiary’s financial statements prior to submitting them
to the parent for inclusion in consolidation. In some instances this
would make the mechanics of the consolidation process simpler.
However, recognition of goodwill and amortization on the sub
sidiary’s statements (other than for consolidation purposes)
would be contrary to paragraph 24 of APB Opinion No. 17 which
states, ‘‘Costs of developing, maintaining, or restoring intangible
assets which are not specifically identifiable, have indeterminate
lives, or are inherent in a continuing business and related to an
enterprise as a whole—such as goodwill—should be deducted
from income when incurred.” Since goodwill belongs to the
“enterprise as a whole,” it should not be recorded on the sub
sidiary’s unconsolidated financial statements.

.05

Purchase of Corporation with Negative Net Worth—I

Inquiry—Corporation M acquired all of the outstanding capi
tal stock of Corporation S for consideration of $25,000. At the
time of acquisition, Corporation S had a negative net worth of
$225,000. This excess of purchase price over book value of $250,000
was captioned in a consolidated balance sheet as “Excess of Cost
of Investment in Consolidated Subsidiary Over Equity in Net
Assets.” Because this amount was not assignable to anything
specific, it has not been depreciated or amortized since that time.
AICPA Technical Practice Aids
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At the time of acquiring the capital stock of Corporation S,
Corporation M also acquired a promissory note payable to the
selling stockholder of Corporation S. The note had a face value
and unpaid balance of $1,700,000 and was acquired for $1,000,000.
Tn consolidation, the $700,000 difference is shown in the balance
sheet as “Capital Surplus Arising Upon Consolidation.”
What is the proper accounting treatment for the $250,000 of
“excess purchase price” and the $700,000 of forgiven debt?
Reply—At the date of acquisition, Corporation S had a nega
tive net worth of $225,000 including a payable of $1,700,000. When
the seller reduced the debt by $700,000, the liabilities decreased,
and the net worth increased by $700,000 to $475,000 of positive
net worth. Therefore, the transaction involved paying $25,000
for net worth of $475,000, resulting in $450,000 of “negative
goodwill.” This results in the same total net worth as the record
ing of $250,000 of positive goodwill and $700,000 of capital sur
plus.

The negative goodwill should have been allocated to specific
assets with any remaining difference amortized in accordance
with paragraph 91 of Accounting Principles Board Opinion No.
16. Since no amortization has been provided for in the financial
statements, the unrecorded amortization should be computed and
recorded as a correction of an error (prior period adjustment)
in accordance with paragraph 36 of Accounting Principles Board
Opinion No. 20. Any balance should continue to be amortized
in accordance with APB Opinion No. 16, paragraph 91.

.06

Purchase of Corporation with Negative Net Worths—II

Inquiry—Corporation A will purchase 100% of Corporation B
by issuing its stock to the stockholders of Corporation B. The
stock will have a value of approximately $3,900. The balance sheet
of Corporation B at the time of purchase will have a negative net
worth of approximately $700. Should Corporation A record its
investment at $3,900 with subsequent equity adjustments to be
made in the future as they occur, or should Corporation A record
the investment at zero and show the $3,900 as “Unamortized
Excess Cost Over Net Assets of Subsidiary at Date of Acquisi
tion” which would be amortized over a period of years?
§ 7610.06
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Reply—It is assumed that the combination of Corporation A
and B is being accounted for as a purchase, because all the
criteria for pooling of interests accounting have not been met.
Corporation A should record the investment at $3,900; the con
solidation entry to eliminate the investment would result in
“goodwill” of $4,600 because of the $700 negative net worth at
acquisition. The equity adjustments referred to would only be
required if Corporation A prepared “parent company only”
financial statements for issuance to its stockholders as “the fi
nancial statements of the primary reporting entity” (see para
graph 14 of Accounting Principles Board Opinion No. 18).
The application of the purchase method is discussed in some
detail beginning with paragraph 66 of APB Opinion No. 16.
Paragraphs 87-89 deal with recording assets acquired and liabili
ties assumed, which should, essentially, be recorded at fair mar
ket values. Any excess of cost over net assigned values should be
reported as goodwill and amortized in accordance with para
graphs 27-31 of APB Opinion No. 17, Intangible Assets.
.07

Acquisition of Company for Price Less Than Value of Assets

Inquiry—An investment company wished to divest itself of a
subsidiary and agreed to sell the company to the subsidiary’s
manager. The purchase price is substantially below the carrying
value of the company’s assets. How should the assets be valued
by the purchaser?
Reply—The amounts assigned to the assets acquired and lia
bilities assumed should not be the same as the carrying value of
those items on the company’s books. Values should be assigned
to the assets acquired and liabilities assumed as discussed in
paragraphs 87-89 of Accounting Principles Board Opinion No.
16. As indicated in paragraphs 87 and 91 of the Opinion, the
amounts assigned to noncurrent assets (except long-term invest
ments in marketable securities) should be reduced by a propor
tionate part of the excess to determine the assigned values. Socalled “negative goodwill” should not be recorded unless the
noncurrent assets are first reduced to zero value. Any remaining
deferred credit (remainder of the excess of acquired net assets
over cost) should be systematically amortized to income over the
period estimated to be benefited. The amortization period should
not exceed forty years.
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Allocotion of Purchase Price to Assets

Inquiry—Corporation A was formed for the purpose of ac
quiring from Corporation B certain assets and its name. Corpo
ration A will not assume any of Corporation B’s liabilities. The
terms of the purchase agreement state that for the assets being
sold by the seller, the buyer shall pay a purchase price of $400,000,
which shall be allocated as follows: $50,000 to real estate, $250,000
to equipment, and the balance to all other assets. The other assets
include accounts receivable, prepaid expense items, a truck, and
merchandise inventories.
The real estate and equipment values are based on appraisals
by reputable appraisers. The receivables are at book value, the
prepaid items are computed, and the truck is of small value.
When all these assets have been considered, the balance of the
purchase price allocable to inventory is considerably below its
value.
Should the values assigned to the real estate and equipment
be reduced in order to record the inventory at the value placed
on it by the company, or should the stated values for real estate
and equipment be used and the balance of purchase price allo
cated to the remaining assets?
Reply—Paragraphs 88 and 91 of Accounting Principles Board
Opinion No. 16 would require that cash, receivables, and inven
tory be set up at estimated realizable value at date of the pur
chase. The balance of the purchase price should be assigned to
the real estate and equipment, after allowing appropriate values
for any miscellaneous accounts. Use for accounting purposes of
values arbitrarily assigned in the purchase agreement would
under the circumstances be contrary to generally accepted ac
counting principles as expressed in paragraph 91.
.09

Allocation of Purchase Price to Assets Purchased in Bulk

Inquiry—A corporation purchased all the assets of another
company consisting of inventory (parts and supplies), machinery
and equipment, dies, furniture and fixtures, etc. Detailed sched
ules supported such assets but no amounts or values were as
signed by the seller.

The corporation has elected to value the inventory at fair mar
ket value or at original cost of the seller, whichever is lower.
§ 7610.08
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The records of seller are available to establish costs. The ma
chinery and equipment, dies and furniture and fixtures are to
be assigned values at estimates so that the total assigned cost
equals the total purchase price. No goodwill is deemed to exist.
The assets are material balance sheet items.

Is this treatment of assigning values the bulk purchase of
assets in accordance with generally accepted accounting prin
ciples ?

Reply—Paragraph 66 of Accounting Principles Board Opinion
No. 16 states that a bulk purchase of assets is treated in the
same manner as a business combination under the purchase
method. The proper method of allocating costs to the individual
assets in a purchase is discussed in paragraphs 87 through 92
of APB Opinion No. 16.
Paragraph 88(c) indicates that inventories of raw material
should be valued at current replacement cost, while finished
goods should be valued at estimated selling price less cost of
disposal and an allowance for a reasonable profit. While in many
cases this will agree substantially with the cost basis as shown
on the records of the seller, such cost basis should not be used
automatically. Further, fair market value to the purchaser must
provide an allowance for the cost of disposal and a normal profit
margin.

If the balance to equal the purchase price is less than the sum
of replacement costs of the machinery and equipment, dies, and
furniture and fixtures, the balance of course should be assigned to
such tangible fixed assets on the basis of current replacement
costs. If, however, such costs do not exhaust the purchase price,
the balance being paid for is presumably for some intangible
asset. If such intangible asset is being recognized, it must be
amortized over an appropriate period not to exceed forty years.
.10

Asset Values Stated in Purchase Agreement

Inquiry—Can a purchase agreement, which identifies specific
assets of the acquired company and sets their purchase prices,
govern the valuation of these assets in accounting for a business
combination, or must the acquirer adhere to the valuation prin
ciples stated in paragraphs 87 and 88 of Accounting Principles
Board Opinion No. 16 despite the agreement?
AICPA Technical Practice Aids
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Reply—For purposes of recording the business combination,
the provisions of paragraphs 87 and 88 of APB Opinion No. 16
should be followed and cannot be circumvented by the purchase
agreement.

.12

Assignment of Asset Values Reflecting Tax Consequences of
the Acquisition

Inquiry—A client purchased the stock of another company and
immediately liquidated the company to get an increased tax basis
for the assets. As a consequence of this transaction, taxes are
expected to be reduced by $250,000 over the next ten years, but
the client must currently pay $50,000 because of depreciation
recapture on the revaluation.
Is the additional tax currently payable an added cost of
acquisition, or should it be charged currently as income tax
expense ?
Reply—Paragraph 89 of Accounting Principles Board Opinion
No. 16 discusses the tax effects of assigning asset values in an
acquisition. Basically, the paragraph says that the amounts
assigned to the assets in the acquisition should reflect the tax
consequences of the acquisition. It seems that the additional taxes
paid because of the recapture rules would be one of the factors
which should be considered in assigning amounts to the assets
acquired.
.13

Examples of Noncurrent Assets

Inquiry—A corporation acquired the assets and assumed the
liabilities of another company for consideration less than the fair
value of the net assets. Paragraph 87 of Accounting Principles
Board Opinion No. 16 reads in part, “. . . the values otherwise
assignable to noncurrent assets acquired (except long-term in
vestments in marketable securities) should be reduced by a
proportionate part of the excess to determine the assigned
values.’’
Are noncurrent prepaid expenses considered “noncurrent
assets” for purposes of this paragraph? What are examples of
“noncurrent assets” other than plant, equipment and real
property?
§ 7610.12
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Reply—Noncurrent assets, other than plant, equipment and
real properties, may include investments and securities that are
not marketable, long-term receivables, patents and other identi
fiable intangible assets, leased tangible assets, etc.

.14

Value of Receivables Purchased Decreased at Closing Date

Inquiry—A purchaser of an enterprise found that the value of
the accounts receivable, included in the total assets to be pur
chased, had decreased at the closing date of the agreement. The
seller holds the buyer to the original agreement price for the
business.

What is the proper treatment on the books of the purchaser
for the excess paid for accounts receivable?

Reply—A bargained price measures an outlay deemed prudent
by the purchaser at the time of consummating a transaction. The
difference in accounts receivable should not be written off as a
loss immediately. The difference either represents a claim upon
the seller (which could be set up as a receivable) on the ground
that a certain amount of receivables were bargained and not
received, or the excess paid represents additional goodwill, a
premium the purchaser was willing to pay for future profit
expectations.

.15

Leasehold Improvements Acquired as Part of Purchased
Assets

Inquiry—A corporation purchased the assets of a business.
The contract states that the buyer is acquiring inventory,
furniture and fixtures, and leasehold improvements. The seller
established prices for these assets, and the excess paid was
charged to goodwill. The contract stated that the sale was
contingent upon the seller being able to terminate his lease and
the buyer acquiring a new lease. A new ten-year lease was
obtained by the buyer.
How should the leasehold improvements be recorded on the
books of the purchaser?

Reply—Accounting Principles Board Opinion No. 16, para
graphs 67-68 and 88 discuss this topic. Paragraph 67 contains the
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general principles for ascertaining the cost of the group of assets.
Paragraph 68 indicates that the cost of individual assets should
be a portion of the total cost, based on their fair values. Para
graph 88 provides some specific guidelines for determining
assigned values.
The leasehold improvements should be assigned an amount
following the suggestions in paragraph 88(d) on plant and
equipment. Generally, this would be the current replacement cost.
.16

Amortization of Cost of Long-Term Land Leases Acquired

Inquiry—A real estate investment trust, is acquiring substan
tially all of the net assets of a company whose principal holdings
are improved rental real estate. The combination is being
accounted for as a purchase.
The assets being acquired include several favorable long-term
(99 years) land leases. The amount at which these leases are
being recorded was derived by taking the capitalized economic
value of the property as if owned and subtracting the capitalized
value of the lease to arrive at the total economic value of the
lessee’s interest. The depreciated value of the improvements was
then deducted to determine the residual leasehold value of the
land.
What would be the period of amortization of the long-term land
leases under these circumstances?
Reply—Any value assigned to the leased property should not
exceed the current appraised value of the property account less
its residual value at termination of the lease (discounted to pre
sent value), and reduced by any favorable (to the sublessee)
factors of current subleases. Such value may be amortized over
the life of the lease.
.17

Business Combination with Contingent Consideration

Inquiry—A corporation acquired all of the assets of another
corporation under a contract of sale which provided that the
buyer would pay to the seller:

(a) Fifty percent of the after-tax profit of the buyer for
ten years, and
§ 7610.16

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

7541

Purchase Method

(b) Five cents for each unit of finished goods acquired
by the buyer under the agreement, as and when they
are sold by the buyer.
There were approximately eight million units of finished
goods, but the contract stated that, for purposes of the agree
ment, the number of units was deemed to be six million. The
seller’s cost per unit was ten cents. Manufacture by the buyer
continued, and, in order to avoid determination of whether the
old or newly manufactured units were sold by the buyer, the
agreement provided that the first six million units sold by the
buyer would be the units sold under (b).

At the takeover date, the fixed assets had a fair market value
of $200,000 and a net book value on the seller’s books of $50,000.
The finished goods had a book value of $800,000, and the raw
material and work in process had a net book value of $25,000.

How should the acquisition be reflected on the books of the
buyer?
Reply—Paragraph 78 of Accounting Principles Board Opinion
No. 16 states in part:

The Board concludes that cash and other assets distributed and
securities issued unconditionally and amounts of contingent consid
eration which are determinable at the date of acquisition should be
included in determining the cost of an acquired company and
recorded at that date.

To the extent that the contingent consideration is determinable
beyond reasonable doubt, it should be included. If the existence of
any after-tax profits for future years cannot be assumed beyond
reasonable doubt, the consideration to be recorded currently
should not exceed the fixed price of $300,000.

Paragraph 91 of Opinion No. 16 provides that where the values
of current assets, less liabilities assumed, exceeds the considera
tion paid, that the current assets be valued at fair value at date
of acquisition, and that the excess of such value over cost
should be classified as a deferred credit and amortized syste
matically to income over the period estimated to be benefited but
not in excess of forty years.
The finished goods should be valued at estimated selling
prices less the sum of (a) cost of disposal, and (b) a reasonable
profit allowance for the selling effort of the acquiring corpora
tion. The information furnished did not indicate whether this
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would be more or less than $800,000. Work in process should
similarly be valued at selling price less costs to complete and
sell the goods and less a reasonable profit. Raw materials should
be valued at current replacement cost.
If the fair value of the inventories as determined above
approximates the $825,000 shown by the seller’s books, the excess
over cost might be $475,000. As payments based on earnings of
the buyer are received, an amount equal to 10% of $475,000 (or
$47,500) in each year should be applied against the deferred
credit. Any amount remaining should then be applied first to
fixed assets until the undepreciated amount allocated to fixed
assets is $200,000. Any additional amounts received should be
recorded as goodwill in accordance with paragraph 80 of APB
Opinion No. 16. The fixed assets and the goodwill should be
amortized over the remaining life of the respective assets which,
in the case of goodwill, should not exceed forty years from the
date of the purchase.

.18

Acquisition of Minority Interest in Subsidiary by Either the
Parent or Subsidiary Company

Inquiry—P company owns 80% of S company. How should
the acquisition of the 20% minority interest by either P or S be
accounted for?
Reply—Interpretation No. 26 of APB Opinion No. 16, Ac
counting for Business Combinations, “ Acquisition of Minority
Interest,” states in part:
Paragraph 5 of APB Opinion No. 16 states, “The acquisition
of some or all of the stock held by minority shareholders of a
subsidiary is not a business combination, but paragraph 43 of
this Opinion specifies the applicable method of accounting.”
Paragraph 43 [of the Opinion} states that the acquisition of
some or all of the stock held by minority stockholders of a
subsidiary—whether acquired by the parent, the subsidiary itself,
or another affiliate—should be accounted for by the purchase
method. . . . (Emphasis added.)

Therefore, the purchase method should be used to account for
the acquisition of the subsidiary’s minority interest by either P
or S. If there is goodwill, it should be amortized in accordance
with the provisions of APB Opinion No. 17, Accounting for In
§ 7610.18
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tangible Assets. Any excess of acquired net assets over cost
should be accounted for in accordance with paragraph 91 of
APB Opinion No. 16.

»-> The next page is 7681.
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Applicability of Pooling
of Interests Method

.01

Combination of Indirectly Owned Companies

Inquiry—At October 31, 1970, Company A owned less than

70 percent of Company B, and Company B owned less than 70
percent of Company C. The three companies later combined with
neither the stockholders of Company A nor the minority stock
holders of B or C receiving in excess of 50 percent of the stock
issued. Could such a transaction be accounted for as a pooling
of interest under the provisions of paragraph 99 of Accounting
Principles Board Opinion No. 16!
Reply—Paragraph 99 of APB Opinion No. 16 states in part:

If a corporation holds as an investment on October 31, 1970 a
minority interest in or exactly 50 percent of the common stock of
another company and the corporation initiates after October 31, 1970
a plan of combination with that company, the resulting business
combination may be accounted for the pooling of interests method
provided . . .

As the stockholdings of the combining companies in each case
exceed 50 percent, this exception does not apply.

.03

Affiliate Acquiring Interest in Company Wholly Owned by
Parent

Inquiry—A client owns 45 percent of a foreign holding com
pany, with the balance owned by unrelated parties. The foreign
company wishes to acquire a 65 percent interest in a U.S. oper
ating company. This operating company will be sold to a U.S.
holding company which is presently 100 percent owned by the
client. The selling price will be substantially above the foreign
company’s cost.

What method of accounting should be used to reflect these
transactions?
Reply—Because the client owns 45 percent of the foreign hold

ing company’s stock, the equity method of accounting for this
investment would be appropriate. In Accounting Principles
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Board Opinion No. 18, paragraph 17, the Board concluded that
in order to achieve a reasonable degree of uniformity in applica
tion, an investment (direct or indirect) of 20 percent or more of
the voting stock of an investee should lead to a presumption that,
in the absence of evidence to the contrary, an investor has the
ability to exercise significant influence over an investee.
Interpretation 39 to Opinion No. 16 should be followed
in accounting for the “sale” of the 65 percent interest to the
U.S. 100 percent owned subsidiary. APB Opinion No. 16 deals
with accounting for business combinations. The interpretation
discusses transfers and exchanges between companies under
common control, which is similar to this situation.

Interpretation 39 states:
In general, paragraph 5 excludes transfers and exchanges that do not
involve outsiders. For example, a parent company may transfer the
net assets of a wholly owned subsidiary into the parent company and
liquidate the subsidiary, which is a change in legal organization but
not a change in the entity. Likewise, a parent may transfer its interest
in several partially owned subsidiaries to a new wholly owned sub
sidiary, which is again a change in legal organization but not in the
entity. Also, a parent may exchange its ownership or the net assets
of a wholly owned subsidiary for additional shares issued by the
parent’s partially owned subsidiary, thereby increasing the parent’s
percentage of ownership in the partially owned subsidiary but leaving
all of the existing minority interest outstanding.

Interpretation 39 states, “None of the above transfers or ex
changes is covered by APB Opinion No. 16,” and, “The assets
and liabilities so transferred would be accounted for at historical
cost in a manner similar to that in pooling of interests account
ing. ’ ’ But, the acquisition of all or part of the outstanding shares
held by the minority interest would be accounted for by the
purchase method.

.04

Combination of Related Companies—I

Inquiry—An individual owns two corporations. It is desirable
to maintain only one corporate structure, therefore the brother
and sister corporations are being merged. Would the pooling of
interests method be appropriate?
Reply—Paragraph 5 of Accounting Principles Board Opinion
No. 16 states in part:
§7620.04
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The term business combination in this Opinion excludes a transfer
by a corporation of its net assets to a newly formed substitute
corporate entity chartered by the existing corporation and a transfer
of net assets or exchange of shares between companies under common
control . . . such as between a parent corporation and its subsidiary
or between two subsidiary corporations of the same parent.

Accounting Interpretation No. 39 to APB Opinion No. 16 illusstrates the application of paragraph 5, and indicates, “The as
sets and liabilities so transferred would be accounted for at his
torical cost in a manner similar to that in pooling of interests
accounting.’’
.05

Combination of Related Companies—II

Inquiry—Company A is a real estate holding corporation own
ing land and buildings, forty percent of which are occupied by
Company B.
The shareholders of Company A are the spouses of two of the
three shareholders of Company B. The third shareholder is also
related by marriage to the other two shareholders of Company B
and married to the daughter of one of the shareholders of Com
pany A.
The book value of A’s assets are about ten percent of those of B.
Voting preferred stock was issued to effect the merger of Com
pany A with Company B. Company B then set up the real estate
corporation as a separate division, mortgaged the property, and
used the funds in its operations.

Is the merger of Company A with Company B to be treated as
a pooling of interests or a purchase?

Reply—Paragraph 5 of Accounting Principles Board Opinion
No. 16, Business Combinations, states, “The term business com
bination in this Opinion excludes a transfer by a corporation of
its net assets to a newly formed substitute corporate entity char
tered by the existing corporation and a transfer of net assets or
exchange of shares between companies under common control...
such as between a parent corporation and its subsidiary or be
tween two subsidiary corporations of the same parent.”
Interpretation No. 39 to Opinion No. 16 deals with transfers
and exchanges between companies under common control. The
following excerpts are from that interpretation: “In general,
paragraph 5 excludes transfers and exchanges that do not in
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volve outsiders. . . . The assets and liabilities so transferred
would be accounted for at historical cost in a manner similar to
that in pooling of interests accounting.” Therefore, even though
voting preferred stock was issued (which would preclude a pool
ing under paragraph 47b of APB Opinion No. 16), the merger of
A should be treated in a manner similar to a pooling of interests
if the family relationship is such that the companies were deemed
to be under common control. If the family relationship leads to
the conclusion that the companies are not under common control,
then the merger would come under the provisions of Opinion No.
16 and purchase accounting would be required. However, in the
absence of evidence to the contrary, the close family relation
ship among the stockholders would lead to the conclusion that A
and B are under common control; therefore, Interpretation
No. 39 would apply, and the transaction should be recorded
in a manner similar to a pooling of interests.
.06

Combination of Related Companies—III

Inquiry—The Stock of Parent Company was held by four
family members. Several years ago, the operating assets of two
divisions were transferred to two newly formed corporations,
A and B, in exchange for their stock. One family member ex
changed his Parent stock for a minority interest in A and another
exchanged his Parent stock for a minority interest in B.
Early this year, A and B were combined in a pooling of in
terests transaction, forming AB. Recently, AB was combined
with the original Parent. The 2 family members holding AB stock
will receive stock of Parent. Parent has only one class of stock.
Would the treatment of the combination of AB and Parent as
pooling of interest be in accordance with Accounting Principles
Board Opinion No. 16?
Reply—Interpretation No. 39 of APB Opinion No. 16 dealing
with business combinations involving transfers and exchanges
between companies under common control states:
In general, paragraph 5 excludes transfers and exchanges that do not
involve outsiders. For example, a parent company may transfer the
net assets of a wholly owned subsidiary into the parent company and
liquidate the subsidiary, which is a change in legal organization but
not a change in the equity. Likewise, a parent may transfer its interest
in several partially owned subsidiaries to a new wholly owned sub
sidiary, which is again a change in legal organizaton but not in the
entity. Also, a parent may exchange its ownership or the net assets
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of a wholly owned subsidiary, thereby increasing the parent’s per
centage of ownership in the partially owned subsidiary but leaving
all of the existing minority interest outstanding.

None of the above transfers or exchanges is covered by APB Opinion
No. 16. The assets and liabilities so transferred would be accounted
for at historical cost in a manner similar to that in pooling of interests
accounting.
It should be noted, however, that purchase accounting applies when
the effect of a transfer or exchange is to acquire all or part of the
outstanding shares held by the minority interest of a subsidiary (see
paragraph 43). The acquisition of all or part of a minority interest,
however acquired, is never considered a transfer or exchange by
companies under common control. (See Interpretation No. 26 of
APB Opinion No. 16, “Acquisition of Minority Interest.”)

The case described involves companies under common control
because of ownership by the parent company and family mem
bers, and, therefore, the combination should be accounted for at
historical cost.
.07

Combination of Related Companies——IV

Inquiry—Corporation A acquired Corporation B in an ex
change of common stock. Corporation B is owned by two indi
viduals in the amounts of 60 percent and 40 percent of the stock
issued. Corporation B owned 12 percent of Corporation A before
acquisition. The two individuals who own Corporation B, own
stock of Corporation A and, including their beneficial ownership
through the stock which Corporation B owns in Corporation A,
they own over 50 percent of Corporation A.
How would this acquisition be classified and reflected on the
records of the acquiring corporation?
Reply—It is assumed that the interest in Corporation A of
each of the two individuals who own Corporation B are roughly
in the same proportion to each other as is their ownership of
Corporation B.
Paragraph 5 of Accounting Principles Board Opinion No. 16
excludes from the definition of a business combination the trans
fer of net assets or exchange of shares between companies under
common control. Paragraph 5 seems to apply whether the com
mon control was exercised by a corporation or by individuals.
Although Opinion No. 16 does not address itself to the proper
accounting for a combination of such companies, it would be ap
propriate to apply the pooling of interests method. However,
AICPA Technical Practice Aids
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certain of the disclosures required for a pooling of interests in
business combinations would not be required for mergers of com
panies under common control. Such combinations should reflect
generally any costs of acquisition that were incurred by the joint
owner, but which were not reflected on the books of the companies
being combined. Interpretation No. 39 of APB Opinion No. 16
relates to transfer and exchanges between companies under com
mon control and can be used as a basis for application of the
pooling of interests method.
.08

Acquisition of a Division of Another Company

Inquiry—A company is acquiring a division of another com
pany. Accounting Principles Board Opinion No. 16, paragraph 5,
reads in part, “The conclusions of this section apply equally to
business combinations in which one or more companies become
subsidiary corporations, one company transfers its net assets
to another, and each company transfers its net assets to a newly
formed corporation.”
Is this transaction excluded from Accounting Principles Board
Opinion No. 16, and, if not, what method of accounting should
be used?
Reply—The first sentence of APB Opinion No. 16, paragraph
5, states, ‘‘This section covers the combination of a corporation
and one or more incorporated or unincorporated businesses; both
incorporated and unincorporated enterprises are referred to in
this section as companies.” The division should be viewed as an
“unincorporated enterprise” because whether the other com
pany chose to operate under a divisional or parent-subsidiary
structure is largely a matter of management preference and form
over substance. Therefore, this acquisition is covered by APB
Opinion No. 16 and the purchase method should be used.
.09

Pooling of Interest Following Abandonment of Previous
Attempt to Merge

Inquiry—A year ago, Company A was acquired by Company B
in an exchange of stock. A condition of this exchange was that
Company B would register its stock with the SEC within one
year. If such a registration was not completed, the shareholders
of the two companies would again be separate, autonomous, and
unrelated entities.
Company B was unable to register its stock and the exchange
§ 7620.0 8
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of stock was subsequently reversed. Company A is now contem
plating combining with another company.

One of the conditions for using the pooling of interest method
for business combinations is stated in paragraph 46 of Account
ing Principles Board Opinion No. 16 as follows:
Each of the combining companies is autonomous and has not been a
subsidiary or division of another corporation within two years before
the plan of combination is initiated.

Was Company A a subsidiary of Company B?
Reply—Although Company A had been involved in an at
tempted business combination which was abandoned after one
year, the failure of the transaction would indicate that the com
pany had not in fact been a division or subsidiary of another
company. Therefore, the requirement of paragraph 46 of APB
Opinion No. 16 would not preclude a subsequent business combi
nation from being accounted for as a pooling of interest.
.10

Business Combination Following a “Spin-off”

Inquiry—A company which owns 100 percent of two subsidi
aries is considering combining with another company through an
exchange of stock. Prior to any combination, however, the com
pany intends to spin-off to its present stockholders the capital
stock of the two subsidiaries. These two subsidiaries account for
approximately 50 percent of the gross revenue of the combined
enterprise. Would the combination, after the spin-off, qualify as
a pooling of interest or as a purchase under Accounting Prin
ciples Board Opinion No. 16?
Reply—Paragraph 46a of APB Opinion No. 16 states that to

qualify for a pooling of interest, “each of the combining com
panies is autonomous and has not been a subsidiary or division
of another corporation within two years before the plan of com
bination is initiated. ’’
Paragraph 47c states that in order to be considered a pooling
of interest, ‘‘none of the combining companies changes the equity
interest of the voting common stock in contemplation of effecting
the combination either within two years of the date the combina
tion is initiated or between the dates the combination is initiated
and consummated; changes in contemplation of effecting the
combination may include distributions to stockholders and ad
ditional issuances, exchanges, and retirements of securities.’’
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Therefore, in accordance with paragraphs 46a and 47c of Ac
counting Principles Board Opinion No. 16, the transaction must
be considered a “purchase.”
.11

Pooling of Interest Following Acquisition of Treasury Stock

Inquiry—A company has decided that it is over-capitalized
and wishes to acquire treasury shares in order to reduce its capi
talization. Assuming that the number of shares acquired is ma
terial as contemplated by the Interpretation No. 20 to Accounting
Principles Board Opinion No. 16, will the company be precluded
from entering pooling of interest business combinations for a
period of two years? If the company decides to accomplish this
reduction in capitalization by a pro rata redemption of outstand
ing shares, is it similarly precluded from entering pooling of
interests business combinations for two years?
Reply—Interpretation No. 20 relates to paragraphs 47(c) and
(d) of APB Opinion No. 16.
Paragraph 47(d) states, “Each of the combining companies re
acquires shares of voting common stock only for purposes other
than business combinations, and no company reacquires more
than a normal number of shares between the dates the plan of
combination is initiated and consummated.” In determining in
tent, both in subparagraphs (c) and (d) of paragraph 47 and sub
paragraph (a) of paragraph 46, it is presumed that a transaction
is in contemplation of the business combination if it occurs within
two years prior to the initiation of the plan.
As stated in the Interpretation to APB Opinion No. 16, para
graph 47(d), this presumption may be overcome if it is shown
that the shares have been or will be reissued in stock option or
other compensation plans or as payments in purchase combina
tions. It will also be overcome if the stock is resold prior to the
business combination.
However, if the stock is not reissued, it should be evident that
some of the stockholders are being paid in cash, rather than re
ceiving stock of the combined company or that some stockholders
have been paid in cash for part of their stock. APB Opinion No.
16 expressly precludes pooling of interests accounting when
stockholders of either of the combining companies are paid in
part by cash.
The Interpretation of APB Opinion No. 16, paragraph 47(d),
§ 7620.1 1
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lists specific purposes for acquiring treasury stock which would
not prohibit pooling of interests accounting treatment: stock
option or compensation plans, stock dividends declared, “pur
chase’’ business combinations, and resolving existing contingent
share agreements from a prior business combination. Each of
these purposes is similar in that they all include a subsequent
distribution of the stock. In other words, the company is re
acquiring the stock for some subsequent business purpose.
“Over-capitalization” as a specific purpose differs from these
examples because the company is not acquiring these shares for
a subsequent business purpose.

Therefore, treasury stock acquisitions to avoid over-capitali
zation is a business purpose which will prevent pooling of inter
ests accounting for business combinations for two years. This
assumes that the violation has not been “cured” by resale of
these shares prior to consummation.
A pro rata redemption of shares is, in substance, the same as
an acquisition of treasury stock. Accordingly, the company will
also be ineligible to enter pooling of interests business combina
tions for two years if it chooses this method to reduce its capitali
zation.

Also see SEC Accounting Series Releases Nos. 146 and 146A.
.12

Exchange of Shares Between Companies Under Common
Control

Inquiry—The voting common stock of Corporations A and B
are owned by the same interests but not in the same proportion.
In addition, B has outstanding nonvoting common stock which is
identical to the voting common stock, except for the voting privi
lege. None of the holders of the voting stock own nonvoting
stock, although members of their families and family related
trusts are owners of part of the nonvoting stock with the balance
being held by key employees and others. It is proposed that B
remain in existence but that all of its voting stock be acquired by
A in exchange for voting stock of A. The nonvoting stock will not
be exchanged.

Based upon current financial statements, the nonvoting inter
est in B represents approximately 35 percent of the stockholders ’
equity in that corporation and would represent approximately 20
percent of the combined stockholders’ equity.
AICPA Technical Practice Aids
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What is the proper accounting for the combination of these two
companies?
Reply—Paragraph 5 of APB Opinion No. 16 excludes from the
term “business combination” an exchange of shares between
companies under common control. Such a combination, although
thus excluded from the provisions of APB Opinion No. 16, should
generally be accounted for in the same manner as a pooling of
interests. Even if the combination of the two companies should be
considered a business combination subject to Accounting Prin
ciples Board Opinion No. 16, allowing the nonvoting stock of one
of the companies to remain outstanding would not result in a
business combination being accounted for as a purchase, if all
other conditions indicated use of the pooling method. Interpreta
tion No. 39 of APB Opinion No. 16 discusses transfers and ex
changes between companies under common control.
.13

Effect on Pooling of Interests of Contingently Issued Shares
Held in Escrow

Inquiry—A client and another company have agreed to a plan
of combination which is intended to meet all of the criteria for
pooling of interests accounting.

The client’s attorneys have prepared a preliminary draft of an
indemnity-escrow agreement which may provide for deposit in
escrow of 30 percent of the total shares to be issued to affect the
combination, to secure, compensate, and indemnify the issuer
regarding breach of certain warranties and other matters coming
within the type of “general management representations” as re
ferred to in Interpretation 30 to Accounting Principles Board
Opinion No. 16.
One of the requirements stated in paragraph 47 of APB Opin
ion No. 16 is:
The combination is resolved at the date the plan is consum
mated and no provisions of the plan relating to the issue of
securities or other consideration are pending.
This condition means that (1) the combined corporation does not
agree to contingently issue additional shares of stock or distribute
other consideration at a later date to the former stockholders of a
combining company, or (2) the combined corporation does not issue
or distribute to an escrow agent common stock or other consideration
which is to be either transferred to common stockholders or returned
to the corporation at the time the contingency is resolved.
g.
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An agreement may provide, however, that the number of shares of
common stock issued to effect the combination may be revised for
the later settlement of a contingency at a different amount than that
recorded by a combining company.

Interpretation No. 14 to APB Option No. 16 states:
The only contingent arrangement permitted under paragraph 47-g
is for settlement of a contingency pending at consummation, such as
the later settlement of a lawsuit. A contingency arrangement would
also be permitted for an additional income tax liability resulting from
the examination of “open” income tax returns.

Interpretation No. 30 states:
The most common type of contingency agreement not prohibited in
a pooling by paragraph 47-g is the “general management represen
tation” which is present in nearly all business combinations. In such
a representation, management of a combining company typically
warrants that the assets exist and are worth specified amounts and
that all liabilities and their amounts have been disclosed. The con
tingency agreement usually calls for an adjustment in the total
number of shares exchanged up to a relatively small percentage
(normally about 10%) for variations from the amounts represented,
but actual adjustments of the number of shares are rare.

Would the 30 percent of the shares to be issued held in escrow
preclude the use of the pooling of interests method?
Reply—The contingencies covered in Interpretation No. 14 are
more susceptible of quantification than those discussed in Inter
pretation No. 30. The 10 percent referred to in No. 30 should not
be viewed as a ceiling if the escrow shares are earmarked for con
tingencies, such as those discussed in No. 14. However, No. 30
also states:

. . . the contingency agreement is merely a device to provide time
for the issuing company to determine that the representations are
accurate so it does not share risks arising prior to consummation.
Although the time required will vary with circumstances, these de
terminations should be completed within a few months following
consummation of the combination. In any case, the maximum time
should not extend beyond the issuance of the first independent audit
report on the company making the representations following consum
mation of the combination.
.14

Issuance of Stock for Contingent Earnings Rights of Acquired
Company's Stockholders

Inquiry—Corporation A plans to combine with Corporation B,
with A being the surviving corporation. A will issue its shares of
stock to the stockholders of B. B also has a preexisting obligation
AICPA Technical Practice Aids
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to certain of its shareholders who have certain contingent earn
ings rights requiring issuance of additional common stock. Cor
poration A has agreed to assume this obligation and will issue
shares of its own stock to these stockholders. May this merger be
treated as a pooling of interest?
Reply—The issuance of A’s common shares to the holders of
the contingent earnings rights would not prohibit using the pool
ing of interests method to account for the business combination.
Issuing common stock for this obligation is similar to assuming
or exchanging common stock for a debt security. Therefore, it
would be proper to apply that part of APB Opinion No. 16, para
graph 47, which states, “. . . a corporation issuing stock to effect
the combination may assume the debt securities of the other com
pany or may exchange substantially identical securities or vot
ing common stock for other outstanding equity and debt securi
ties. ...”
.1 5

Pooling of Interests Precluded by Agreement to Redeem Stock

Inquiry—Corporation A, a personal holding company, has an
agreement with its sole shareholder to redeem the corporation’s
stock at fair market value on the date of the shareholder’s death.
Corporation B, whose stock is publicly traded, proposes to
merge with A. All stockholders will exchange their stock for
voting common stock in the resulting Corporation AB.
Assuming that the exchange of stock meets all other require
ments for a pooling of interests, would the assumption of the
redemption agreement by AB negate the pooling under the ‘‘con
tingent bailout” or “planned transaction” provisions of Ac
counting Principles Board Opinion No. 16?
Also, if pooling is permissible, would the result be changed if
AB amended the agreement to provide a specific redemption
price not related to the fair market value of the stock at the death
of A’s shareholder?
Reply—Paragraphs 48a and 48b of APB Opinion No. 16 spec
ify that a combined corporation may not agree to retire or reac
quire any of the common stock issued to effect the combination or
enter into financial arrangements for the benefit of the former
stockholders of a combining company if a business combination
is to be accounted for by the pooling of interests method. Fur
thermore, Interpretation No. 21 of the Opinion states, in part,
§ 7620.15
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that the critical factor in meeting the conditions of paragraphs
48a and 48b of the Opinion is that the voting common stock is
sued to effect a business combination remains outstanding out
side the combined corporation without arrangements on the part
of any of the corporations involving the use of their financial
resources to “bailout” former stockholders of a combining com
pany or to induce others to do so.
These references lead to the conclusion that pooling of inter
ests accounting would not be permitted under these circum
stances despite the preexistent aspect of the agreement with A’s
sole stockholder.
.16

Purchase of Treasury Stock Between Date of Initiation and
Consummation of Business Combination

Inquiry—In connection with its initial public offering more than
one year ago, a company issued to the underwriters five-year
warrants to purchase voting common shares at the same price the
shares were issued to the public. The company wishes to purchase
now, or from time to time as it deems prudent, the aggregate
number of common shares for which warrants are outstanding.
The company intends to specifically reserve those shares in its
treasury for such purpose and to reissue them for the warrants
exercised. Would such repurchases of voting common stock for
the treasury between the date of initiation and consummation of
a business combination destroy what would otherwise have been
a transaction accounted for by the pooling of interests method?
Reply—Paragraph 47d of Accounting Principles Board Opin

ion No. 16 states, “Each of the combining companies reacquires
shares of voting common stock only for purposes other than
business combinations, and no company reacquires more than
a normal number of shares between the dates the plan of
combination is initiated and consummated.” Interpretation No.
20 to APB Opinion No. 16 states in part:
The statement “for purposes other than business combinations”
means combinations initiated under APB Opinion No. 16 which are
to be accounted for by the pooling of interests method. Therefore,
acquisitions of treasury stock for specific purposes that are not related
to a particular business combination which is planned to be accounted
for by the pooling of interests method are not prohibited by the
conditions of either paragraph 47-c or 47-d.
In the absence of persuasive evidence to the contrary, however, it
should be presumed that all acquisitions of treasury stock during the
AICPA Technical Practice Aids
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two years preceding initiation and consummation were made in con
templation of effecting business combinations to be accounted for as
a pooling of interests. . . . Treasury shares reacquired for these pur
poses should be either reissued prior to consummation or specifically
reserved for those purposes existing at consummation.

In this case the company is reacquiring the shares for the spe
cific purpose of meeting its commitments in connection with the
warrants issued to the underwriters and intends to reserve the
treasury shares so acquired specifically for reissuance in connec
tion with those warrants. Therefore, taking paragraph 47d and
the interpretation together, acquisition of voting common stock
to be reserved and used for the purpose of satisfying the client’s
commitments in connection with the warrants issued to the un
derwriters would constitute the acquisition of treasury stock
“for purposes other than business combinations” and would
not preclude the use of pooling of interests accounting for a pend
ing business combination which otherwise meets all of the condi
tions specified in APB Opinion No. 16.
.17

Repurchase of Warrants Prior to Pooling of Interests

Inquiry—One of the conditions for applying the pooling of
interests method of accounting for business combinations is
stated in paragraph 47b of Accounting Principles Board Opinion
No. 16 as follows:
... a corporation issuing stock to effect the combination may
assume the debt securities of the other company or may exchange
substantially identical securities or voting common stock for other
outstanding equity or debt securities of the other combining company.
The issuing corporation may also distribute cash to holders of debt
and equity securities that either are callable or redeemable and may
retire those securities.

A corporation has outstanding warrants to purchase its voting
common stock; the warrants expire at a fixed date in the future
and are exercisable until then at a fixed price. If the corporation,
following negotiations with the holder, repurchases the warrants
for cash at the currently negotiated repurchase price, would such
repurchase affect the corporation’s ability to follow the pooling
of interests method?
Reply—Paragraph 47b of APB Opinion No. 16 also states, “a
corporation . . . may exchange substantially identical securities
or voting common stock for other outstanding equity and debt
securities of the other combining company. ’’ Therefore, if cash is
§ 7620.17
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paid for the warrants, the conditions of paragraph 47b would not
be met and the pooling of interests method could not be used to
record the business combination. The corporation issuing the
stock to effect the combination would have to exchange war
rants or voting common stock for the presently outstanding war
rants to meet the requirements of paragraph 47b.

The next page is 7831.
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Application of Pooling
of Interests Method
.01

Individual Status of a Corporation in a Pooling of Interests

Inquiry—Accounting Principles Board Opinion No. 16 states
in paragraph 47:
A transfer of net assets of a combining company to effect a business
combination satisfies condition 47-b provided all net assets of the
company at the date the plan is consummated are transferred in
exchange for stock of the issuing corporation.

If net assets are transferred in exchange for stock, what hap
pens to retained earnings of the combining corporation? Does
that corporation retain its individual status as a separate cor
poration with its primary asset being the stock received for the
net assets transferred?
Reply—This part of paragraph 47 of APB Opinion No. 16 is
directed toward accounting for a business combination in which
one company transfers its net assets to another or in which each
company transfers its net assets to a newly formed corporation,
and which is treated as a pooling of interests.
Where this occurs, the accounting for the company resulting
from the combination should be the same as though stock had
been transferred—that is, the retained earnings of each of the
companies should be included as retained earnings of the com
bined company, except to the extent that higher par value of the
stock issued may result in capitalizing retained earnings.
Opinion No. 16 is directed toward accounting for the combina
tion, rather than for the individual companies being combined.
However, if the stock received by a combining company for its
assets was not distributed pro rata to its shareholders, the pro
visions of paragraph 47e, of the Opinion would not be met, and
the combination could not be accounted for as a pooling of
interests.
.02

Exchange of Stock on a Share for Share Basis with Different
Stated Values

Inquiry—Corporation A merged with Corporation B, leaving
Corporation A as the survivor. The terms of the merger stated
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that the shareholders of Corporation B would exchange their
stock on a “share for share basis” for the stock of Corporation
A. The stock of Corporation B has a stated value and was sold
originally at $.05 per share, but the stock of Corporation A has a
stated value of $.10 per share. When Corporation A issued its
stock for Corporation B’s stock on a “share for share basis,”
the net effect resulted in Corporation A’s stock being issued at a
discount of $.05 per share.
What is the proper statement presentation for this trans
action?
Reply—Paragraph 53 of Accounting Principles Board Opinion
No. 16, Business Combinations, states in part, “The amount of
outstanding shares of stock of the combined corporation at par
or stated value may exceed the total amount of capital stock
of the separate combining companies; the excess should be
deducted first from the combined other contributed capital and
then from the combined retained earnings.”
Since the merger was effected by an exchange of stock on a
“share for share basis,” it is assumed for that pooling of in
terests accounting would be appropriate. Based upon the above
quotation, a sufficient amount should be transferred from the
combined other contributed capital and then from the combined
retained earnings in order to reflect A’s capital at the number of
shares outstanding times $.10 per share.

The next page is 7981.
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Section 7910
Subchapter S
Corporations
.01

Withdrawals in Excess of Accumulated Retained Earnings

Inquiry—In the first year of operations, the shareholders of a
company withdrew considerable sums in anticipation of profits,
but the company incurred a small net loss. Following this first
year, the company has elected Subchapter S status, and it is
likely that the shareholders will withdraw current income each
year.
Should the first year deficit be shown as a deficit in retained
earnings or as a reduction of capital ? If the shareholders do not
withdraw all the profits, may the deficit be offset against re
tained earnings?
Reply—Under the corporation laws of many states, corpora
tions may not make distributions to stockholders except from
‘‘available surplus.” Therefore, the company should obtain ap
propriate legal advice as to the effect of the withdrawals referred
to, and the effect of future withdrawals in excess of accumulated
retained earnings. If the withdrawals are legal, it would appear
that they should be charged to capital, rather than to retained
earnings. If future distributions may be made in excess of ac
cumulated retained earnings, it would appear that the excess
distribution should be from capital and described as such.
If accumulated retained earnings, not distributed, include
earnings which have been taxed to the stockholders, it would ap
pear necessary for fair disclosure to indicate the amount of re
tained earnings on which such taxes have been paid.

The next page is 8011.
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Section 7920

Domestic International
Sales Corporations
.01

Accounting for a Domestic International Sales Corporation
Subsidiary

Inquiry—In a Domestic International Sales Corporation
(DISC), one half of the earnings are required to be distributed
back to the parent company, but the remaining one half may be
retained by the subsidiary untaxed. How should the income of a
DISC subsidiary be reported in the parent’s financial statements
under the equity method of accounting for subsidiaries?
Reply—A DISC subsidiary should be accounted for in the same
manner as any other subsidiary. Paragraph 19(c) of Account
ing Principles Board Opinion No. 18 states:
The investment(s) in common stock should be shown in the balance
sheet of an investor as a single amount, and the investor’s share of
earnings or losses of an investee(s) should ordinarily be shown in
the income statement as a single amount except for the extraordinary
items as specified in (d) below.

A caption commonly used is ‘‘equity in earnings of unconsol
idated subsidiaries.” If the subsidiary has items of extraordi
nary income or expense, the words “before extraordinary items”
should be inserted. If this is the only unconsolidated subsidiary
it might be called “equity in earnings (before extraordinary
items) of domestic international sales corporation subsidiary.”
The investor’s share of the earnings of a DISC subsidiary
would include the entire earnings of the subsidiary. The parent
should include in its provision for income taxes (rather than as a
deduction from its equity in the subsidiary’s income) appropri
ate taxes on income of the subsidiary, after allowing for any
dividend credits, etc.
Paragraph 12 of APB Opinion No. 23 states that if there is
sufficient evidence to indicate that there will be indefinite post
ponement of the distribution of earnings of the subsidiary or that
such earnings will be remitted without incurring a liability for
taxes, no deferred taxes should be provided on such income until
it becomes apparent that such earnings will become taxable.
Generally, it would be appropriate to so postpone any provision
for income taxes on 50 percent of earnings of DISC subsidiaries.
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Any such postponement would require the disclosures referred
to in paragraph 14 of APB Opinion No. 23.
.02

Deferred Taxes on Undistributed Earnings of Subsidiary

Inquiry—A company has set up a Domestic International Sales
Corporation (DISC) to take advantage of the deferral of federal
income taxes. The shareholders of the DISC intend to perma
nently defer the income taxes by reinvesting the DISC’S income.
Is the firm intent of the company to permanently defer taxes
sufficient justification to refrain from providing for deferred
taxes on the financial statements?
Reply—Footnote 2 of Accounting Principles Board Opinion
No. 23 indicates that the Board’s conclusions regarding undistrib
uted earnings of a subsidiary also apply to a DISC. Furthermore,
paragraph 12 of APB Opinion No. 23 in referring to the indefi
nite reversal of tax deferrals states in part:
The presumption that all undistributed earnings will be transferred
to the parent company may be overcome, and no income taxes should
be accrued by the parent company, if sufficient evidence shows that
the subsidiary has invested or will invest the undistributed earnings
indefinitely or that the earnings will be remitted in a tax-free
liquidation.

Therefore, it appears that it is not necessary to defer income
taxes in this case. However, some specific action should be taken
by the DISC in order to provide evidence that remittance of the
earnings will be postponed indefinitely. The board of directors of
the DISC may wish to pass a resolution declaring its intent to
reinvest the undistributed earnings indefinitely even though the
details of a specific investment program have not yet been
formulated.

§ 7920.02
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Section 8100

Planning and
Supervision
.01

Use of Standardized Audit Program

Inquiry—A publishing house sells a preprinted audit program.
May a CPA use such an audit program?
Reply—It is not generally desirable to begin a job with a pre
designed audit program unless the program is designed for the
specific industry involved. Such a program would either include
voluminous material not applicable to the majority of engage
ments, or the program would require extensive additional ma
terial. In the latter case, the danger of omitting significant audit
procedures would appear greater with a preprinted program
than if a program were designed for the particular engagement.
The standard auditor’s opinion calls for application of “such
tests of the accounting records and such other auditing proce
dures as we considered necessary in the circumstances.” For an
auditor to rely on determination by someone else of the proce
dures considered necessary in the circumstances would cast doubt
as to whether he is exercising due professional care in the per
formance of the examination.

The next page is 8371.
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Internal Control
.01

Study and Evaluation of Internal Control System

Inquiry—Several small audit clients have weak internal con
trol systems. If the auditor elects to not rely on the client’s inter
nal control, may he omit his study and evaluation of the internal
control system? If the auditor does not rely on the client’s inter
nal control, is there any basis for restricting his audit proce
dures ?
Reply—An auditor may not omit his study and evaluation of
the client’s internal control. The auditor may not have to conduct
tests of compliance if he is not relying on the internal control,
but the auditor must still study and evaluate the client’s system
of internal control as required by the second standard of field
work.
Tests of compliance are meant to provide assurance that ac
counting procedures are being applied as prescribed and are
discussed in Statement on Auditing Standards No. 1, beginning
at section 320.55.
If an auditor does not rely on the client’s internal control, he
has no basis for restricting his audit procedures.
SAS No. 1, starting at section 320.69, contains a discussion of
the correlation of the auditor’s study of internal control with
other auditing procedures, and section 330 of SAS No. 1 deals
with evidential matter. The “substantive tests” referred to in
the section on internal control relate to gathering evidence, and
the third standard of field work is discussed in section 300. Where
an auditor does not rely on the client’s internal control, he must
still obtain sufficient competent evidential matter to form the
basis of his opinion. This is accomplished in part through the
performance of “substantive tests.”
.02

Determining Accuracy of Cash Collections for Coin-Operated
Machines

Inquiry—How can the accuracy of the cash collections be de
termined for a chain of laundromats with several thousand ma
chines? The coin-operated machines do not employ the use of
meters, counters, locked boxes, or any other devices that would
provide a basis for control.
AICPA Technical Practice Aids
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Reply—One method to determine if the machines’ receipts are
being surrendered intact is to occasionally fill selected coin-oper
ated machines with marked coins. The subsequent collections can
then be reviewed to make sure the same coins have been turned in.
It may also be possible to correlate revenues with consumption of
water and electricity by these machines. Furthermore, it may be
possible to determine the expected revenues from an installation
and the extent to which the machines are being used by observa
tion of the activities of selected installations.

The next page is 8471.
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Section 8210

Statistical Sampling
.01

Use of Block Sampling as a Test of Compliance

Inquiry—Statement on Auditing Standards No. 1, section
320.61 states, ". . . tests of compliance . . . ideally should be
applied to transactions executed throughout the period under
audit because of the general sampling concepts that the items to
be examined should be selected from the entire set of data to
which the resulting conclusions are to be applied.” The opening
sentence of section 320.62 indicates that either a subjective or
statistical basis of selection may be used in connection with the
tests of compliance. Do the above references prelude the use of
block sampling as a test of compliance in examining recorded
transactions?
Reply—The wording of the sections referred to would not
rule out the use of block sampling in connection with tests of
compliance. However, in keeping with SAS No. 1, section 320.61,
the blocks should be representative of the entire set of data
being tested.

The next page is 8521.

AICPA Technical Practice Aids

§ 8210.01

8521

Section 8310
Evidential Matter:
Securities
.01

Reliance on Report of Custodian of Securities

Inquiry—A bank acts as a custodian for the securities invest
ments of a client. The bank furnishes the client with monthly re
ports showing all transactions such as sales, purchases, interest
and dividends received, and the current market value of the in
vestments. Can the auditor rely on this custodial report, or must
the securities be physically examined?
Reply—Whether the custodial report of the bank, supple
mented by direct correspondence from the bank to the auditor,
is adequate evidence of the existence and ownership of the invest
ment securities held by the bank would depend primarily on the
relationship between the value of the securities held and the
financial resources of the bank.

It is usual practice where such investments are held in an
amount which is not material to the resources of the bank to ac
cept a confirmation of responsibility by the bank as adequate
evidence of existence of the asset.
Where the value of the securities is material in relation to the
resources of the bank, it may be necessary to visit the bank to
determine that the securities are held in the name of the investing
company, or if held in "street” name or in the name of the bank
that the securities are in fact segregated. The bank will usually
have an internal document attached to each such certificate (or
group of certificates) indicating the owner for which they are
held. Prior arrangements may be made by the client with bank
authorities so that the auditor may, on a surprise basis, go to
some officer of the bank and be led directly to the vault to examine
the shares certificates and the evidence that such certificates are
held for the client.

If such physical examination of the securities is necessary, it
will frequently be appropriate to reconcile (possibly on a test
basis) the certificate numbers of securities held with certificate
numbers held at the date of the preceding examination, adjusted
for subsequent sales and purchases.
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Confirmation of Securities Held in Street Name

Inquiry—A CPA firm has been engaged to perform the initial
audit of a pension plan and trust. Most of the trust assets are
investments held in street name by a brokerage house. Some
negotiable bearer bonds, held in a bank, are in denominations
not traceable to the trust account since the bond may represent
investments by more than one customer. In addition to its
monthly account statements the broker will certify details and
ownership of investments at the statement date and will permit
examination of certain of its internal records. The bank will also
certify details and ownership of investments held for the trust.
Would the fact that the securities are held in “street name”
and in some cases in denominations which cannot be traced to the
trust’s account preclude obtaining sufficient competent evidential
matter on which to base an opinion on the financial statements of
the pension plan and trust?
Reply—Statement on Auditing Standards No. 1, section 330,
discusses evidential matter. Physical inspection and count of the
securities in this case appear to be impracticable; therefore, evi
dential matter concerning the securities would presumably con
sist primarily of confirmations received from the brokerage
houses and other financial institutions which have possession of
the securities. Whether or not confirmations would represent
sufficient evidence is really a matter for the auditor’s profes
sional judgment. (See SAS No. 1, sections 330.09-330.15.)

The next page is 8571.

§ 8310.02

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

8571

Section 8320

Evidential Matter:
Inventories
.01

Reliance on Observation of Inventories at an Interim Date

Inquiry—Although its fiscal year ends on March 31, a client
has always counted its physical inventory on December 31.
The March 31 ending inventory has always been calculated by
the gross profit method which has proven over the past to be quite
accurate. No perpetual inventory records are kept.
Can the auditor rely on an observation of inventory that takes
place three months prior to the balance sheet date?
Reply—Section 331.09-.12 of Statement on Auditing Standards
No. 1 discusses evidential matter regarding inventories. Section
331.10 of SAS No. 1 states, “When the well-kept perpetual in
ventory records are checked by the client periodically by com
parisons with physical counts, the auditor’s observation proce
dures usually can be performed either during or after the end of
the period under audit.” Section 331.12 states in part, “... it will
always be necessary for the auditor to make, or observe, some
physical counts of the inventory and apply appropriate test of
intervening transactions. ’ ’

Normally, observing an inventory-taking on December 31 when
a client has a March 31 year-end and perpetual records are used
as the basis of the March 31 inventories, would present no
unusual problems since the tests of intervening transactions
referred to in section 331.12 usually can be readily applied. How
ever, if the client keeps no perpetual records of inventory, the
tests of the intervening transactions would, in effect, cause the
auditor to create the perpetual records as a basis for the March
31 inventory.
.02

Observation of Physical Inventory on a First Audit

Inquiry—A company maintains large inventories of tractor
parts in five different locations. The quantities of each part may
be quite small, averaging six or seven pieces; but there are
approximately 5000 different parts on hand, some as much as
twenty years old. The company has been taking complete physical
AICPA Technical Practice Aids
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inventories at the end of each year. In the past, the parts inven
tories have been valued at the current catalogue prices.
A CPA has been engaged to perform the company’s first audit.
What procedures may be followed in establishing the value of the
parts inventory?
Reply—It would appear necessary under sections 331.01-.09 of
Statement on Auditing Standards No. 1 and paragraphs 10-13 of
SAS 2 that the auditor observe the client’s count of the parts
inventory. Presumably tests should be made in each of the five
locations.
Inventory pricing should be based on historical cost, rather
than current selling price. While it may not be practicable to
determine cost individually for the large number of parts on
hand, it might be appropriate to determine the ratio of cost to
catalogue price to obtain an approximation of the cost of current
inventory. Also, some allowance, based on experience, should
be made for obsolescence. Presumably a part will have little
current value if there is a probability it will not be sold within
five years. Costs of warehousing items for such a period may
often approach the discounted value of the sales price.
Based upon observations and upon discussions with the client’s
employees, the auditor may be able to obtain some impressions as
to the reliability of the earlier inventories. This would be
supported by a comparison of this year’s inventory with the
prior year’s, and by knowledge of sales and production in the
current year.
.03

Cost of Inventories Acquired from Principal Stockholder

Inquiry—A corporation purchased merchandise from a stock
holder who owns 99 percent of the corporation’s stock and
executed a chattel mortgage in favor of the stockholder. The mer
chandise was acquired by the stockholder prior to the formation
of the corporation.
How can the CPA be sure the purchase price of this mer
chandise is reasonable?
Reply—The “seller’s” cost can be ascertained through the
examination of his cost records, invoices, etc., and comparing his
total cost with the selling price to the corporation. Also, the
taking of inventory can be observed and verified against physical
quantities and classifications of inventory, against transfer docu§ 8320.03
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merits and against the transferor’s cost records and invoices. If
the latter records are not available, the auditor can price the
inventory at the current replacement cost which can be obtained
by reference to recent invoices, communication with suppliers, or
references to recent merchandise catalogs.
A basic consideration in this case is the fact that, upon incor
poration, there is a continuance of beneficial interest in the inven
tory transferred and in the proceeds from its eventual disposition
by virtue of the chattel mortgage and the 99 percent stock owner
ship. Accordingly, the transferor’s cost should be carried over
and continued on the books of the newly organized corporation.
.04

Reliance on Estimates of Coal Inventories by Experts

Inquiry—An electric utility maintains a large stockpile of coal.
The auditors rely on the calculations of an engineering firm in
their test of this inventory. The amount of coal by weight is
estimated by multiplying the volume of the coal pile, calculated in
cubic feet, by the estimated average density of the coal, measured
in pounds per cubic foot. The calculated amount is then compared
with the utility’s perpetual inventory records, and, if the
variance is not considered material, the perpetual inventory is
accepted as the accurate amount.
Because of the uncertainties involved in this method, particu
larly in the estimation of the average density of the coal, the
engineers are reluctant to render an opinion on the amount
of coal on hand. Other methods of calculating the amount of coal
such as the “two coal-pile” theory are uneconomical.
In all cases, this inventory is a material item in the accounts
of the utility. What alternative auditing procedures might be
used in these circumstances?
Reply—While a slight change in density of the coal might re
sult in a change in computed quantity of coal on hand, the effect
would most likely not be material in relation to the balance
sheet or statement of operations of the utility company. Perhaps,
using the criteria of statistical sampling, the engineers would be
willing to state that there is a X% probability that the quantity
of coal is a certain amount plus or minus X% (or some other
measure of variability).
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Dates of Observation of Inventories Which Are Kept on
Perpetual Records

Inquiry—A retail dealer in tires and tubes has twenty-two
stores. Each month the dealer takes inventory at two stores.
The dealer’s auditor has observed the inventory taking at ten
locations. To avoid the need for extra help at year end, Jan
uary 31, the auditor proposes to visit the remaining locations
shortly after December 31 and:
• Count the tires on hand at that time
• Reconcile the count back to the daily report at De
cember 31.
Do the above described procedures constitute an adequate ob
servation of inventories"?

Reply—Section 331.09-.15 of Statement on Auditing Stand
ards No. 1 discusses evidential matter for inventories. Section
331.10 states:
When the well-kept perpetual inventory records are
checked by the client periodically by comparisons with physical
counts, the auditor's observation procedures usually can be
performed either during or after the end of the period under
audit.

Presumably the dealer has the necessary perpetual records
which allow the taking of inventory at two stores each month
during the year. Therefore, the proposed procedures would be
acceptable and meet the requirement for inventory observation.
.06

Observation of Consignment Inventories Stored in Public
Warehouse

Inquiry—Corporation A sells supplies and equipment for
manufacturing jewelry. Silver on consignment from a supplier
is kept in a vault adjacent to where Corporation A keeps its
silver inventory. The supplier employs an independent ware
house firm to protect the consigned silver. The bonded employee
of the warehouse firm has sole access to the consignment
silver and performs the duties of warehouse manager for Cor
poration A. The warehouse firm pays the salary of the bonded
employee but is reimbursed by Corporation A. Since the pos
sibility for substitutions between Corporation A’s silver in
ventories and the consignment silver exists, the auditors of
Corporation A, in conducting a physical observation of Cor
poration A’s silver inventories, also want to conduct a physical
§ 8320.05
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observation of the consignment silver. Is it necessary for the
auditors of Corporation A to observe the consignment silver?
Reply—Section 901.28-.32 of Statement on Auditing Stand
ards No. 1, deals with controls and auditing procedures for
owner’s goods stored in public warehouses. Section 901.32
provides that obtaining direct confirmation from the custodian
is acceptable, except that “supplemental inquiries” are to be
made in cases where such inventories represent a significant
proportion of the client’s current assets or total assets. Among
the steps recommended for the auditor to follow, to the extent
considered necessary, is the observation of physical counts of the
goods wherever practicable and reasonable.
Because of the relationship which Corporation A has with
the warehouse and the bonded employee, and the possibility
for substitutions of inventory between Corporation A and the
supplier, the auditors should observe the consignment inventory
and Corporation A’s inventory at the same time.

The next page is 8671.
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Section 8330

Evidential Matter:
Fixed Assets
.01

Verification of Real Estate Ownership

Inquiry—What procedures may be followed in the verification
of real property accounts? Is it sufficient to examine the docu
ments involved in the purchase of the property, to examine the
real estate tax bills, and to communicate with the holders of any
mortgages or trusts secured by the property ? Should the client be
required to assume the expense of a title search by an attorney?

Reply—It is generally conceded that examination of public
records which contain the history of transactions relating to
realty, as well as the current status of that property, is normally
the function of an attorney or title company rather than that of
an auditor. Accordingly if it is feasible for the client to obtain a
letter from an attorney or title company which defines the inter
est the company holds in the land based upon a title search, this
appears to be the best evidence available as to title and encum
brances.
If this procedure is too costly, then the following other audit
procedures may supply sufficient indicia of title as to enable the
auditor to assume that the client does, in fact, own the land sub
ject to named liens.
1. Compare legal description of land found in deed with
that found in the title insurance policy, abstract of
deed, tax receipts, etc.
2. Verify current payment of carrying expenses of land
in question, such as insurance premiums, tax pay
ments, payments to mortgagee, etc.
3. Examine any rent receipts which may show evidence
of continuing ownership.

4. Visit the land in question, if this is practicable.
5. Request an attorney’s letter describing any convey
ances or encumbrances of real property that may have
been effected during the period covered in the audit, as
well as his opinion regarding present status of title.
AICPA Technical Practice Aids
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6. Obtain statement from client as to condition of title
and encumbrance.
7. Check municipal or county records for evidence of
ownership.
Use of a property map in connection with undertaking these pro
cedures would also be helpful.
.02

Examination of Assets of a Rental Company

Inquiry—A lessor is in the business of leasing autos, large
trucks, tractors, and trailers. Is it necessary for the auditors to
make physical observations of the rolling stock which is scattered
across the country? What other audit procedures might be em
ployed in the verification of this equipment? Must the titles to
all equipment be examined?
Reply—It is not necessary, unless some extraordinary situa
tion or circumstances were brought to light, to examine titles to
all the equipment. Random test verifications of title certificates
or proper registration of vehicles should be made. The fact that
the client is receiving rent for the vehicles and is currently mak
ing payments on its time-purchase contracts would also be veri
fied in regular course. Any tax and insurance payments which the
client is required to make in connection with the vehicles can be
checked. Also, test confirmations of possession of vehicles with
the lessee should be made. Audit responsibility would not neces
sarily extend to physical observation of the equipment at its
numerous shifting locations.

The next page is 8731.
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Section 8340

Evidential Matter:
Confirmation
Procedures
.01

Confirmation of Factored Receivables

Inquiry—When accounts receivable are sold to a factor under
a factoring agreement, is confirmation of these receivables neces
sary?
Reply—The AICPA Industry Audit Guide, Audits of Finance
Companies (1973), discusses factoring arrangements on pages
12-14 and 108-109. As indicated in the guide, the factor assumes
the credit checking, bookkeeping, and collection responsibilities
of his client and generally assumes the credit risk, unless the ac
count is purchased on a recourse basis, under which arrange
ment, the credit risk remains with the client. Under either ar
rangement, the client remains contractually responsible for any
claims or disputes with the customer.
For financial reporting purposes, purchased receivables are
shown as an asset in the factor’s balance sheet and the unpaid
portion of the purchase price as a liability “due to clients.”
Overadvances sometimes granted to clients, and generally se
cured by other assets such as inventory and fixed assets, are seg
regated from purchased receivables and reported as ‘‘due from
factored clients. ’ ’
Since the audit guide indicates that the purchased receivables
are shown as assets on the factor’s balance sheet, it seems that
the factor’s auditors should confirm these receivables in accord
ance with Sections 331.03-331.08 of Statement on Auditing Stan
dards No. 1. If the receivables are purchased on a nonnotification
basis, the factor’s auditors may request their customer’s audi
tors to confirm the balances in the customer’s name because the
debtors would have no knowledge that their accounts had been
factored.
.02

Confirmations of Receivables From Governments and Large
Corporations

Inquiry—It is often difficult to get replies to confirmation re
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quests from large corporations and governmental agencies. What
procedures can be followed to confirm these accounts?
Reply—The problems of obtaining confirmation of receivables
from large multi-office corporations as well as from various gov
ernment agencies generally involves identifying the individual
who is in a position to give assurance as to the validity of the
receivable. Very frequently this will make impossible confirma
tion of all receivables from a particular company by one confir
mation request. However, by limiting the test of the receivables
from any such company to a fair sampling, by identifying the
voucher numbers or order numbers involved, and by care in se
lecting the accounting center and possibly the individual to whom
a request is sent, it is sometimes possible to obtain confirmation
of an appropriate number of items from each such account despite
the form letter that is sent out in reply to a request for confirma
tion of the overall balance due, a company is generally willing to
respond to a request which can be answered without an undue
amount of research.
There may, however, be occasions on which the company will
not respond to confirmation requests. In such instances if remit
tance advices are obtained, they usually will adequately identify
a remittance so that it can be related directly to the invoice
against which it is being applied. If the auditor is satisfied that
the date of receipt of the accompanying remittance was sub
sequent to the cut-off date for examination of receivables, this
will frequently be an application of ‘ other auditing procedures’’
adequate to meet the requirements of paragraph 12 of Statement
on Auditing Standards No. 2.
.03

Confirmation of Balances Due on Loans

Inquiry—A bank arranges mortgage loans whereby the bor
rower instructs the bank to make payments to the contractor or
developer. Payment booklets, which specify the periodic amounts
due, are sent twice yearly to the borrower. In addition, each bor
rower receives an annual statement which shows his total yearly
payments as well as the various yearly charges. Many of the
debtors are unable to verify the correctness of the accrued
charges and are unable to check the outstanding balances of their
loans because of the complex interest rates. How can these
loan balances be confirmed when the debtor can not determine
the total amount of the debt?
§ 8340.03
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Reply—While the debtor may not be able to calculate the bal
ance of the loan due, there are details of the loan which he should
know and which can be confirmed. A request that the debtor
confirm the original amount of the loan and the payments he has
made would properly serve the purpose of a confirmation. Con
firmation of the interest rate might also be requested as this af
fects the balance of the loan and should be known by the debtor.
.04

Reporting Additional Paid-up Insurance on Standard
Confirmation Inquiry

Inquiry—The Standard Confirmation Inquiry for Life Insur
ance Policies made available by the AICPA does not appear to
have a place for including " additional paid-up insurance’’ which
is usually acquired by the owner with policy dividends. How
should this item be confirmed?
Reply—One of the original drafts of the confirmation form did
provide for additional paid-up insurance, but it was deleted as
nonessential since the primary purpose of the form is to determine
the cash surrender value of the policies. As the form is currently
constructed, the information regarding additional paid-up cover
age would appear at item No. 1, although “face amount of basic
policy” does not really describe it accurately, and an insurance
company might misinterpret the request.
.05

Confirmations for a Broker or Dealer in Commodity Options

Inquiry—AICPA Industry Audit Guide, Audits of Brokers
and Dealers in Securities, 1973, states on page 112:
Accounts Carried by other Brokers and Dealers in Commodities.
. . . Brokerage concerns with which such accounts are main
tained should be requested to forward directly to the inde
pendent public accountant a statement of the account as of
the audit date, showing the cash balance and the commodity
positions “long” or “short.”

Does the above reference apply to an audit of a broker or dealer
in commodity options?

Reply—The Audit Guide applies to a broker or dealer in com
modity options. Therefore, the reference on page 112 should be
followed in connection with the audit of a broker or dealer in
commodity options.
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Wording of Confirmation Request Forms

Inquiry—What constitutes suitable language for confirma
tion requests used in (1) an examination of financial statements
and (2) procedures related to accounting services?
Reply—The forms used for confirmation requests should
state clearly that the client is requesting a reply to be sent to
the CPA. The forms used for information requests for unaudited
financial statements should not refer to “an examination”. Sug
gested wording follows:

Please send the following information to.....................
,
professional accountants, who are performing services for
the company:

The next page is 8991.
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Section 8900

Other Auditing
Procedures
.01

Use of Tick Marks on Client’s Records

Inquiry—In the course of an audit is it an acceptable practice
to make tick marks on the client’s accounting records?

Reply—The accounting records are, of course, the property of
the client, and the accountant has access to them only in connec
tion with his engagement. Before the general accessibility of du
plicating equipment, the use of identification marks on a client’s
records could frequently save many hours of unproductive tran
scribing time. Even now, it may frequently save time (and there
fore money to the client) to make appropriate marks on his rec
ords. However, it must be remembered that any defacing of such
records will frequently be resented by the individual responsible
for maintaining them, and such marks frequently leave an un
desirable trail for the client’s employees of the exact extent and
method of testing. Generally such marks, if made, should be as
inconspicuous as possible.
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Section 9110

Compliance Reports
.01

Auditors’ Reports on Prescribed Report Forms—I

Inquiry—Under state law, corporations must file a form with
the State Corporation Commission which purports to be finan
cial statements. The form, however, does not have provisions that
will assure adequate disclosure of all the necessary facts. The
form also contains a statement which must be signed by the
preparer which may not express the usual responsibility assumed
by a CPA in such matters. Also, there is no space on the form
for the CPA’s disclaimer of opinion if an audit has not been per
formed. How should a CPA protect himself on such unaudited
‘‘financial statements ’’ ?
Reply—Paragraph 21 of Statement on Auditing Standards
No. 14 states in reference to such situations, “When a printed
report form calls upon an independent auditor to make an
assertion that he believes he is not justified in making, he should
reword the form or attach a separate report.”
On these forms, the CPA should type either an appropriate
disclaimer or a reference such as, “See attached disclaimer of
opinion.’’ Such a disclaimer might read:
This report has not been audited by us and accordingly we do not
express an opinion on it. It has been prepared on a prescribed form
for use by the State Corporation Commission, and does not neces
sarily include all disclosures required for fair presentation of the
financial position of the company in accordance with generally ac
cepted accounting principles.

[ Amended ]
.02

Auditors’ Reports on Prescribed Report Forms—II

Inquiry—A state’s Medicaid reimbursement report contains
the following statement which must be signed by the CPA pre
paring the report:
I hereby certify that this statement and accompanying schedules
are true and correct to the best of my knowledge and belief.

Should the report be modified?

Reply—Statement on Auditing Standards No. 14 discusses
prescribed report forms in paragraphs 20-21, and indicates:
AICPA Technical Practice Aids
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Many of these forms are not acceptable to independent
auditors because the prescribed form of auditor’s report does
not conform to the applicable professional reporting standards.
Some report forms can be made acceptable by inserting
additional wording; others can be made acceptable only by
complete revision. When a printed report form calls upon an
independent auditor to make an assertion that he believes he
is not justified in making, he should reword the form or
attach a separate report.

If the information in the report is unaudited and the account
ant is aware that his name will be associated with the report,
the data should be marked as unaudited, and a disclaimer of
opinion attached. (See SAS No. 1, section 516.10.) A Medicaid
cost reimbursement report filed with a state would not come un
der the exclusion discussed in SAS No. 1, section 516.13 since it
is not a tax return or other data being prepared solely for sub
mission to a tax authority. [Amended]
.04

Auditors' Reports on Local Governments

Inquiry—A state law referring to the audit of local govern
ments requires every auditor’s report to state that the audit was
conducted in accordance with generally accepted auditing stan
dards and with the auditing standards prescribed by the state
treasurer. The law also requires the auditor’s report to conform
with the standard report form and to contain a reference to a
report of comments and recommendations.
May a CPA include such wording in his opinion if he has
followed the standards prescribed by the state treasurer and he
has included a report of comments and recommendations!
Reply—A CPA may state in his report that the audit has been
conducted in accordance with generally accepted auditing stan
dards and with the standards prescribed by the state treasurer
if the audit was in fact conducted in conformity with these stan
dards.
Also, it would be proper for a CPA to include in his opinion
letter a reference to a report of comments and recommendations
if such a report has in fact been issued.
The next page is 9521.
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Section 9210
Accounting Changes
.01

Reasons for the Cumulative Effect of Accounting Changes

Inquiry—According to Accounting Principles Board Opinion
No. 20, the cumulative effect of a change in accounting must be
included in income of the current period. It seems that this would
cause the income statement to give a poor picture of operations
since an increase or decrease from the prior periods’ income
would not necessarily show that the company was doing better
or worse. Why, then, should the cumulative effect of the change
be shown in the current period?
Reply—The reason for this method of reporting is indicated in
paragraph 18 of APB Opinion No. 20:
The Board believes that, although they conflict, both (a) the poten
tial dilution of public confidence in financial statements resulting from
restating financial statements of prior periods and (b) consistent
application of accounting principles in comparative statements are
important factors in reporting a change in accounting principles. The
Board concludes that most changes in accounting should be recog
nized by including the cumulative effect, based on a retroactive com
putation, of changing to a new accounting principle in net income of
the period of the change . . . but that a few specific changes in ac
counting principles should be reported by restating the financial
statements of prior periods . . .

Therefore, the cumulative effect approach represents a prac
tical solution to this conflict.
.02

Change in Accounting for Pre-operating Costs

Inquiry—A client, whose stock is not presently traded publicly,
anticipates making a public offering. The offering probably would
occur sometime after the end of the fiscal year.
The client presently defers pre-operating costs of new retail
stores. They wish to change the method of accounting for pre
operating cost to expensing such costs as they are incurred.
May the client restate the prior year’s financial statements un
der the provisions of paragraph 29 of Accounting Principles
Board Opinion No. 20?
Reply—The special exemption provisions of paragraph 29
apply only to those cases where there is a “forthcoming public
AICPA Technical Practice Aids
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offering’’ of shares of equity securities of a company. The Board
concluded in such cases that the “financial statements for all
prior periods presented may be restated retroactively. ...”
The exemption is available only once for changes made at the
time a company’s financial statements are first used for any of
the purposes stated in the paragraph.
If the client makes the change in its financial statements for
the current year, the provisions of APB Opinion No. 20 which
require cumulative effect reporting should be applied. Paragraph
29 would be applicable at the time the client began to prepare its
financial statements in connection with the public offering. At
that time, the prior years presented in the registration statement
would have to be restated. In this connection, normally more than
one prior year’s income statement is required. The client would
not be precluded from making the change in the current year, but
accounting for the change would be different.
.03

Change in Service Lives of Fixed Assets

Inquiry—A reevaluation of the lives of depreciable property
resulted in an increase in the remaining lives of certain proper
ties. The company would like to include the cumulative, net of tax
effect of this change in income. Is this in accordance with gener
ally accepted accounting principles?
Reply—Accounting Principles Board Opinion No. 20 is quite
specific regarding the treatment of changes in estimated service
lives of depreciable assets. Such a change is considered a change
in an accounting estimate and should be recorded prospectively,
that is, in the period of the change and future periods as appro
priate. Therefore, the proposed accounting would not be in accor
dance with generally accepted accounting principles. If the
change in service lives of depreciable property were accounted
for as suggested, the independent auditors would have to issue a
qualified or adverse opinion depending upon materiality of the
item.
.04

Disclosure of Change in Fiscal Year

Inquiry—What disclosure, either in the financial statements or
in the auditor’s report, is necessary when a company changes its
fiscal year?
Reply—Neither Accounting Principles Board Opinion No. 20,
Accounting Changes, nor Statement on Auditing Standards No.
§ 9210.03
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1, section 420, Consistency of Application of Generally Accepted
Accounting Principles, specifically discuss a change in the fiscal

year. The effect of making the change should be disclosed in the
current period under the third standard of reporting. The audi
tor’s opinion need not refer to the change provided the effect of
the change is adequately disclosed.
.05

Change in Method of Applying Overhead

Inquiry—A client has used a percentage of direct labor in work
in process inventories to determine the amount of applicable
overhead. The percentage of direct labor concept became too
broad and refinements were necessary to determine overhead for
various types of jobs. Due to these refinements, overhead in in
ventory was decreased. Is this considered a change in accounting
estimate or a correction of an error in previously issued financial
statements?

Reply—The adjustment made for the change in overhead is
not considered an error. Paragraph 13 of Accounting Principles
Board Opinion No. 20, discusses correction of an error in previ
ously issued financial statements. Among the statements in para
graph 13 is the following:
A change from an accounting principle that is not generally accepted
to one that is generally accepted is a correction of an error for pur
poses of applying this Opinion.

In the problem presented, the application of overhead on the
basis of direct labor costs is not considered a method that is not
‘‘generally accepted. ’’

Paragraph 7 of APB No. 20 states, “A change in accounting
principle results from adoption of a generally accepted account
ing principle different from the one used previously for report
ing purposes. The term accounting principle includes ‘not only
accounting principles and practices but also the methods of ap
plying them. ’ ” It appears that a change in the method used in
applying overhead is a change in a method of applying account
ing principles and, therefore, should be reported in accordance
with paragraphs 17, 19, 20 and 21 of APB Opinion No. 20.
.06

Prior Period Adjustment for Additional State Tax Liability

Inquiry—The state initiated a 5 percent corporate income tax
on January 1,1973. Taxable income may be determined on either
the accrual method or the installment method.
AICPA Technical Practice Aids
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At the end of 1973, a corporation included a provision for state
income taxes in its financial statements which was based on the
accrual method. When the tax return was later filed, however, the
corporation followed the installment method. Should the addi
tional tax liability arising from this election be treated as a prior
period adjustment?
Reply—The four conditions required for prior period adjust
ment treatment are listed in Accounting Principles Board Opin
ion No. 9, paragraph 23. Prior period adjustments are limited to
those material adjustments which:
(a) can be specifically identified with and directly related
to the business activities of particular prior periods,
and
(b) are not attributable to economic events occurring sub
sequent to the date of the financial statements for the
prior period, and
(c) depend primarily on determinations by persons other
than management, and
(d) were not susceptible of reasonable estimation prior
to such determination.
Conditions (a) and (d) are unquestionably met. Condition (b)
is met if the economic event relates to the prior sales rather than
the collection and, since the tax liability arises from the sales and
not the collection of the receivable, it appears that condition (b)
is met. Condition (c) is met because the determination of the lia
bility results primarily from the tax law and the corporation is
simply electing to be taxed under a particular method.
.08

Change in Accounting Estimate for Discounted Receivables

Inquiry—Corporation A is contingently liable for the repos
session of buyer receivables upon their default for nonpayment.
In the past year the volume of defaults has increased. If Cor
poration A increases its allowance for defaults as a result of
such experience, is the increase in the allowance an accounting
change?
Reply—The term accounting change is defined in paragraph
6 of Accounting Principles Board Opinion No. 20 as a change
in (a) an accounting principle, (b) an accounting estimate, or
(c) the reporting entity. Changes in estimates are further
discussed in paragraphs 10 and 11 of the Opinion and para§ 9210.08
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graphs 31 to 33 indicate how a change in estimate should be
reported and disclosed.
The increase in the allowance represents a change in account
ing estimate and should be reported and dislosed in accordance
with paragraphs 31 to 33 of APB Opinion No. 20.

> > The next page is 9651.
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Section 9310

Errors and Irregularities
.01

Effect on Auditor’s Opinion of Failure to Record Liability

Inquiry—A client collected a special assessment from the mem
bers of his club. The excise taxes on this assessment were never
remitted to the federal government, and the liability was never
recorded. Is it sufficient to fully disclose this liability in the foot
notes and disclaim an opinion in the auditor’s report, or is with
drawal from this engagement required?
Reply—When an actual liability exists, it should be recorded.
Footnote disclosure is not an alternative since it does not cure
the defects in the statements. If the client refuses to record and
report this debt, there are two choices of action: 1) express an
adverse opinion or 2) withdraw from the engagement.
A disclaimer of opinion is not considered appropriate since
there is sufficient information to form an opinion that the finan
cial statements are not fairly presented. Statement on Auditing
Standards No. 2, paragraph 45 discusses the use of a disclaimer
of opinion.
.02

Disclosure of Corporation’s Political Contributions

Inquiry—A corporation made a political contribution to a can
didate seeking local public office. Such a contribution is permis
sible under state law. What, if any, special disclosure require
ments are necessary for such a contribution? This contribution
is not a deductible item for federal income tax purposes, and it
is expressly understood that a corporation cannot make a con
tribution to a candidate for federal office.
Reply—If the disbursement is expected to further the proper
objectives of the corporation, there is no need for any special
treatment. If the amount is material to net income, the expense
should be appropriately disclosed. Further, if the amount is not
deductible for income tax purposes and, therefore, pre-tax ac
counting income differs materially from the amount reported for
income tax purposes, appropriate disclosure should be made in
accordance with paragraph 63(c) of Accounting Principles Board
Opinion No. 11.
If the disbursements appear to be for the benefit of individual
AICPA Technical Practice Aids

§ 9310.02

9652

Auditors’ Reports

officers rather than of the corporation itself, and if it appears
that the payments are material either to the salaries of those
benefited or to the profits of the organization, appropriate dis
closure should be made.
.03

Auditor’s Request to Extend Scope of Examination

Inquiry—During the testing of internal control, vouching of
transactions, and confirmation of bank accounts and loan bal
ances, it became evident to an independent auditor engaged to
audit the records of a company that the system of internal con
trol was inadequate and that defalcations had occurred. The
auditor informed the board of directors and told them that the
audit could not continue without extending the scope of ex
amination. If the Board of Directors does not authorize extend
ing the scope of examination, should the auditor disclaim an
opinion on the financial statements?
Reply—Since the auditor has information that any financial
statements prepared from the company’s records may not be
presented fairly in accordance with generally accepted account
ing principles, a disclaimer of opinion under these circumstances
would not be appropriate.
The auditor’s course of action depends on further actions of
the Board of Directors. If the Board of Directors does not au
thorize the auditor to extend the scope of his examination, the
auditor should withdraw from the engagement, subject to advice
from legal counsel, and advise the Board of Directors in writing
of the reasons for withdrawal.

The next page is 9751.
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Section 9320

Uncertainties
.01

Ability to Continue as Going Concern Doubtful

Inquiry—Under which circumstances is it necessary for an
auditor to question the client’s ability to continue as a going
concern? How would such doubts affect the auditor’s opinion?
Reply—There are no specific guidelines to apply in determin
ing if a company is no longer a going concern. However, some
of the indicators might be as follows: (1) inability to meet cur
rent obligations as they come due, (2) a series of substantial
losses and/or a significant deficit, (3) presence of other major
contingencies which might result in substantial losses, (4) in
ability to meet the covenants of substantial loan agreements, and
(5) inability to perform under existing contracts. In no way can
these items be considered as all inclusive.
When the auditor believes the client cannot continue as a
going concern, it is usually necessary for him to disclaim an
opinion on the financial statements. The accountant’s disclaimer
of opinion does not state that the company is not a going con
cern; rather, the disclaimer states that the financial statements
have been prepared on the basis of a going concern. The financial
conditions which exist are then usually described with the ac
countant concluding that he is unable to express an opinion on
the financial statements because of major uncertainty about the
viability of the company.
.02

Disclosure of Potential Tax Liability of Uncertain Amount

Inquiry—A corporation and its officers are under investiga
tion by the Internal Revenue Service. It is alleged that the in
comes of a number of the corporation’s unconsolidated sub
sidiaries were artificially allocated over a period of years in
order to avoid the tax surcharge for corporate income over
$25,000.
The parent corporation’s auditors are uncertain how the poten
tial tax liability should be disclosed in the financial statements.
The revenue agent’s report has not been issued regarding the
civil liability for taxes pending resolution of criminal actions
against the officers. Even though any decisions against the com
pany are expected to be appealed, the auditors feel the taxes and
AICPA Technical Practice Aids
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penalties assessed may be substantial—perhaps as much as half
the consolidated net worth of the corporation.
How should this potential liability be disclosed in the finan
cial statements when the auditors are uncertain as to the amount
to be assessed?
Reply—In view of the magnitude of the amount of possible
additional taxes, penalties, and interest involved in relation to
the company’s net assets, and the feeling that there is consider
able uncertainty as to the outcome of the examination, the rule
of informative disclosure requires that necessary explanation be
made in a separate, middle paragraph of the auditor’s report,
similar in coverage to the following:
Tax returns filed by the company and its subsidiaries and affiliates
covering the several fiscal years ending September 30, 19xx to 19xx
inclusive, are being examined by the Internal Revenue Service. In
formal indications are that charges based on section 482 of the In
ternal Revenue Code will be asserted against the company. Section
482 provides that where two or more organizations, trades, or busi
nesses are owned or controlled by the same interests, the Commis
sioner is authorized to distribute, apportion, or allocate gross income,
deductions or credits between them, if he determines such action is
necessary to prevent evasion of taxes or to reflect the income clearly.
No revenue agent’s report has as yet been issued respecting any
additional assessment for deficient taxes, and no estimated provision
has been made in the financial statements covering liability for any
contingent additional taxes.

The opinion paragraph could then read as follows:
Subject to the possible material effect on the financial statements of
the above-mentioned tax examination, the outcome of which is un
certain, we do not express any opinion on the company’s financial
statements taken as a whole.

Based on the auditor’s knowledge of the nature and validity
of the charges to be made and the auditor’s belief that the out
come of the tax matter may be adverse to the client, more is
called for than brief disclosure to the effect that the years L9xx
to 19xx are being examined and that no agent’s report has been
received as yet. Full and fair disclosure serves as a measure of
self-protection since it puts readers of the financial statements
on notice that further inquiry on their part may well be in order.
.03

Litigation of Uncertain Effect on Financial Statements

Inquiry—A company became involved in litigation shortly
before its audited financial statements were to be issued. The
§ 9320.03
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company is not aware of having committed the alleged acts which
are the basis for the suit.
The money damages claimed in the suit are in an unstated
amount, and the company’s counsel is unable to determine any
specific facts relating to the allegations since the pretrial hearing
has not commenced and the summons was not specific as to the
charges.
What comments are necessary in the auditor’s report concern
ing the possible litigation?
Reply—Paragraph 24 of Statement on Auditing Standards
No. 2 states, “The auditor need not modify his opinion because
of the existence of an uncertainty when he concludes that there
is only a minimal likelihood that resolution of the uncertainty will
have a material effect on the financial statements.” Since the
auditor is not in a position to come to a conclusion concerning the
resolution of the suit, he should qualify his opinion in accordance
with paragraph 25 of SAS No. 2, unless he can assess the lack of
basis for the charges on the nature of the allegations or unless
the damages are expected to be immaterial.
.04

Reliance on Legal Opinion Letter from Counsel Who Is
Company Officer

Inquiry—The legal counsel for a company is a 50 percent
owner of the company and its chief executive officer. There are
potential, material claims and contingencies to third parties and
the other 50 percent owner of the company. In this situation,
what reliance can be placed on a legal opinion letter from com
pany counsel?
Reply—The letter from legal counsel should be considered
essentially as representations contained in a management repre
sentation letter.
.05

Value of Land Subject to Change Based on Rezoning

Inquiry—A client has included in his balance sheet unde
veloped land valued at $1,500,000 which represents his cost. This
land has been appraised by a qualified independent appraiser
for approximately the same amount subject, however, to securing
zoning which will allow them to construct townhouses on the
property. It is estimated that if the zoning is not obtained the
land would be worth no more than $700,000.
There has been a public hearing concerning the zoning, and
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the Town Planning Commission has recommended to the town
council, who has the zoning authority, that they approve the
proposed zoning. The town council has directed the town attorney
to draft an ordinance which would accomplish the rezoning. A
written opinion has been received from the corporation’s attor
ney who has stated that although this action by the town council
is not binding, the chances of approval of the rezoning are good.
Can an unqualified opinion based on the $1,500,000 amount be
given? If not, what would be the effect of a guarantee given by a
stockholder of the client that if the zoning is not approved, he
will make up any loss to the corporation?
Reply—It would appear that if there is sufficient uncertainty
as to securing the zoning, either an opinion on the financial state
ments taken as a whole should be disclaimed, or the auditor
should express a “subject to” opinion, depending upon the ma
teriality of the effect which denial of the zoning would have on
the statement of financial position. (See paragraphs 21-26 and
35 of Statement on Auditing Standards No. 2 concerning uncer
tainties in financial statements.)
However, if the auditor is satisfied that a guarantee by a stock
holder to purchase the land at client’s cost was “ironclad” and
if there is adequate evidence as to the guarantor’s ability to make
good on the guarantee, there is no reason to consider that the
value of the investment to the client has been impaired. Such
a guarantee should of course be disclosed in the financial state
ments.
.06

Possible Effect of Divorce Proceedings on Credit Rating

Inquiry—A client and his wife who are co-owners and co
managers of a business are involved in divorce proceedings. The
auditor believes a divorce will adversely affect the business’s
credit rating. Is it necessary to include a reference in the financial
statements to the divorce proceedings and their potentially ad
verse effects?
Reply—The auditor should not include references in his report
to currently litigated divorce proceedings. The independent
auditor should refrain from mentioning the client’s involvements
of a personal nature which might effectively disparage (or even
stimulate the slander of) his business reputation or credit stand
ing. It is possible that a divorce settlement could adversely
affect the credit standing of the client, but in the absence
§ 9320.06
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of a final determination of the litigation or a determinative event
which directly affects the financial condition of the entity under
audit, the rule of informative disclosure does not compel the
independent accountant to contribute in advance to a possible
adverse effect on the client’s credit standing.

The next page is 9851.
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Section 9330

Subsequent
Events
.01

Failure to Remit Withholding Taxes in Subsequent Period

Inquiry—In the course of an examination of the financial state
ments, the auditor has discovered that in the period subsequent
to the balance sheet date the company has not remitted to the
appropriate agencies the taxes withheld from employees’ wages.
Assuming the amount is material, is it necessary that this matter
be disclosed in the auditor’s report?

Reply—Section 560.03 of Statement on Auditing Standards
No. 1 states in part:
The first type [of subsequent events] consists of those events that
provide additional evidence with respect to conditions that existed
at the date of the balance sheet and affect the estimates inherent in
the process of preparing financial statements. . . . The financial state
ments should be adjusted. . . .

Section 560.05 of SAS No. 1 states in part:
The second type consists of those events that provide evidence with
respect to conditions that did not exist at the date of the balance sheet
being reported on but arose subsequent to that date. These events
should not result in adjustment of the financial statements. Some
of these events, however, may be of such a nature that disclosure of
them is required to keep the financial statements from being mis
leading.

Therefore, unless such transactions might give evidence that
the organization is in financial difficulties, disclosure of transac
tions in earlier statements would not usually be appropriate. On
the other hand, the existence of financial difficulties might indi
cate that the going concern concept is no longer applicable. Even
if it is determined that the financial statements are not directly
affected, it is possible that the situation indicated future serious
difficulties that might require disclosures.
If the delinquent obligations are not evidence of serious finan
cial difficulties, there usually would be no reason why obligations
incurred subsequent to the balance sheet date need be reported
in financial statements as of such date. In such a case, it should
be expected that the delinquent payments will soon be remitted.
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Disclosure of Note Receivable Covering Previous Account of
Bankrupt Company

Inquiry—Company A reports on a fiscal year ending January
31. Company A’s accounts receivable include a material amount
due from a bankrupt company. To avoid legal action, several in
dividuals formed a new company. The new company and the
individuals signed a note which would pay the accounts receivable
of the bankrupt company over a three year period. The note
was signed on March 1, subsequent to the balance sheet date.
Should the note receivable, assumed to be collectible, be pre
sented in the balance sheet at January 31?
Reply—Section 560 of Statement on Auditing Standards No. 1
deals with subsequent events. Paragraph 560.07 states, “Subse
quent events affecting the realization of assets such as receiv
ables and inventories or the settlement of estimated liabilities
ordinarily will require adjustment of the financial statements . ..
because such events typically represent the culmination of con
ditions that existed over a relatively long period of time.” Ac
cordingly, the accounts receivable should be reported as a note
receivable at January 31, with adequate disclosure of the finan
cial arrangements made after the balance sheet date.
.03

Discovery of Potential Liability in Subsequent Period

Inquiry—In the period subsequent to the balance sheet date,
the auditors discovered that an employee of the client had used
a company purchase order to obtain merchandise for his personal
business. This transaction resulted in a material potential lia
bility of the client. Negotiations with the creditor ensued and
the client’s attorney was successful in securing a complete release
from any obligation on the part of the client.
Is it necessary to disclose this matter on the client’s financial
statements?
Reply—According to section 560.03-.04 of Statement on Audit
ing Standards No. 1, the resolution of this matter appears to
constitute a subsequent event which is evidence of a condition
that existed at the balance sheet date, but since no transaction in
fact occurred which involved the client, it is not necessary to
disclose the matter in the financial statements. However, a con
dition which did affect the client and which did exist at the bal
ance sheet date is the future legal costs of settling the matter.
Provisions for these costs (if they are material) should be made
§ 9330.02
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on the financial statements, and the reasons for incurring these
costs should be disclosed.
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Section 9390

Other Disclosure
Requirements
.01

Disclosure of Agreement Between Principal Stockholders

Inquiry—An enterprise under audit has entered into an agree
ment with its two stockholders (each holding 50 percent of the
outstanding stock) that upon the death of the first of the two
stockholders, the surviving stockholder will have the option of
either (1) having the corporation purchase the stock of the de
ceased stockholder at a value determined under a formula set
forth in the agreement, or (2) causing the corporation to be
partially liquidated by paying over to the personal representa
tive of the deceased stockholder, a proportionate part of the
assets of the corporation.
Does this type of agreement have to be shown as a commitment
in the balance sheet of the corporation in order to comply with
requirements of full disclosure?
Reply—The rule of informative disclosure does require that
the essential facts of the agreement involving this important com
mitment be succinctly set forth in a footnote to the financial
statements. The footnote should clarify whether one of the op
tions must be exercised; or whether one of the options, or neither,
may be exercised. Such disclosure should be on a continuing
basis.
.02

Disclosure of Dependence on Sales Activity of Principal
Stockholder

Inquiry—The principal stockholder of a corporation is also
the corporate secretary and a member of the board of directors,
but he is not otherwise involved in management and is not fre
quently consulted on corporate operations. This man is, however,
the company’s most productive salesman generating almost half
the company’s revenues. Is it necessary to disclose to the stock
holders the importance of the principal stockholder to the cor
poration and the significant loss of revenue if he should leave
the company?
Reply—It is generally necessary, where the major portion of
the company’s income is derived from a single source, that such
source be disclosed. This would appear to be particularly true
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where a major source of income is the result of the unique per
sonal endeavors of a single officer or employee.
.03

Effect on Auditor’s Opinion of Trustee’s Management of
Investment Funds

Inquiry—A municipal school building corporation (SBC) sells
bonds to finance the construction of public schools and collects
rents from the schools to repay the bonds and interest. The SBC
operates through a trustee which is a bank responsible for invest
ing excess funds of the SBC.
The president of the SBC is employed as a principal officer of
the trustee bank and manages its insurance department. The
bank sells a substantial portion of the insurance coverage to the
public schools which includes the property rented to the school
by the SBC. A second board member of the SBC administers
the function of insuring the school properties and also furnishes
one-third of the insurance coverage through his insurance
agency.
The trust indenture requires the SBC to have properties ap
praised by an architect for insurance purposes. Appraisals are
made by the state rating bureau which covers all school proper
ties and does not segregate the property related to the SBC as
required by the trust. The trust indenture also requires that an
audit “covering the operations” shall be furnished.
From their examination of the SBC funds, the auditors have
concluded that the trustee has not invested the maximum amount
of excess funds. Excess funds are supposed to be invested in U.S.
government securities but were invested in a certificate of deposit
in the trustee bank. What comments should the auditors include
in their report concerning these matters?
Reply—The auditors’ conclusion that the trustee could have
more profitably employed the funds should not affect their
opinion on fair presentation of financial position or results of
operations. However, it would be appropriate to express their
views in a commentary report, if such a report is rendered.
As the insurance agency bills the beneficiary of the trust for
insurance premiums, there is no need to disclose the relation
ship between the insurance agency and the trustee in a report
on the trust. It is assumed that policies have been placed with
insurance companies that are independent of the trustee, and
that commissions are standard.
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The auditors should report any failure to conform to the trust
indenture. Thus, if the appraisal by the state rating bureau does
not meet the terms of the indenture, the auditors should so re
port. However, there may be adequate information in the report
by the rating bureau to furnish evidence that the insurance
carried on the trust property adequately meets the terms of the
indenture.
.04

Issuance of Financial Statements Omitting Footnotes and
Auditor’s Opinion

Inquiry—A client has requested a CPA to furnish financial
statements to be given to certain suppliers. The CPA’s name
would not appear on the statements, and the notes to the financial
statements and the auditor’s opinion would not be included.
These financial statements would be in addition to the CPA’s
regular long-form report which has an unqualified opinion. The
client does not wish to furnish their suppliers with all the infor
mation contained in the notes to the statements but would like
to use the CPA’s typing and reproduction facilities to copy the
statements.
How can the auditor convince the client that such “bare”
financial statements cannot be provided?
Reply—The notes to the financial statements are an integral
part of the financial statements under the Institute’s requirement
for adequate disclosure. It seems that if financial statements
are presented without the notes to the financial statements, they
would be misleading. Statement on Auditing Standards No. 1,
section 516.07 indicates, “Further, a certified public accountant
should refuse to provide typing or reproduction services or to
be associated in any way with unaudited financial statements
which, on the basis of facts known to him, he concludes are false
or intended to mislead. ’ ’ The foregoing quotation applies equally
as well to audited financial statements.
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.01

Audit Requirements for Regulation A Corporation

Inquiry—A corporation, previously an over-the-counter com
pany, went public in 1960 under Regulation A and sold $300,000
worth of common stock at that time. No additional sales of stock
have been made since then. There are currently less than 500
shareholders and total assets do not exceed $1,000,000.
The financial statements since 1960 have always been audited,
but as an economy measure, the company plans to eliminate the
audits in the future.
Is there a requirement that this company must issue audited
statements ?
Reply—There are no statutory requirements under SEC regu
lations that require an audit under these circumstances. How
ever, the company should determine if state securities regula
tions require audited financial statements.
.02

Going Concern Assumption for Venture with Limited Life

Inquiry—A corporation has recently been organized with the
sole purpose of constructing of a shopping center which will take
several years to complete, after which the company will be liqui
dated. The company uses the completed contract method to rec
ognize income and will have only one operating cycle.
Should there be any exception in the accountant’s opinion now
or near the final years of operations on the assumption that after
a certain fixed period it will no longer be a “going concern”?
Reply—If the purpose of the corporation and its expected life
are disclosed all along in both the financial statements and re
lated footnotes, no “going concern” qualification would be
necessary.
.03

Opinion on Balance Sheet Only

Inquiry—Occasionally, a client will request from a CPA only
an audited balance sheet with footnotes even though the CPA has
examined and reported on all the financial statements. The usual
purpose of this statement is for presentation by the client to a
supplier for securing credit.
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In complying with such a request, one CPA furnishes the client
with the balance sheet, the notes to all the financial statements,
and the following report:
We have examined the balance sheet of X company as of Decem
ber 31, 19xx, and the related statements of income, retained earnings,
and changes in financial position for the year then ended. Our
examination was made in accordance with generally accepted auditing
standards and accordingly included such tests of the accounting rec
ords and other auditing procedures as we considered necessary in
the circumstances.
In our opinion, the accompanying balance sheet presents fairly the
financial position of X company at December 31, 19xx, in conformity
with generally accepted accounting principles applied on the basis
consistent with that of the preceding year.

Does such a practice satisfy the CPA’s reporting obligation
according to Statement on Auditing Standards No. 2?
Reply—Paragraphs 5 and 13 of SAS 2 can be interpreted to
justify the expression of an opinion on a balance sheet only. In
expressing such an opinion, the scope paragraph need not refer to
the examination of related statements which are not being pre
sented. The only information necessary to the readers of this
report would concern the examination of the balance sheet.
The notes to the financial statements which do not pertain to
the balance sheet should be omitted. However, if depreciable
property is a significant portion of assets, the disclosures called
for by paragraph 5 of Accounting Principles Board Opinion No.
12 should be considered necessary to fair presentation of the
balance sheet. Disclosure as to pension plans, except for the
amount of expense for the current year, would also be called for.
.04

Opinion on Balance Sheet with Disclaimer on Income
Statement

Inquiry—A CPA firm has been engaged to perform the initial
audit of a company. Since the firm did not observe the inventory
taking at the beginning of the period and it is not practicable for
it to satisfy itself by other means as to the beginning inventory,
the firm plans to issue an opinion only on the balance sheet and
disclaim an opinion on the income statement. Would this be in
accordance with paragraph 13 of Statement on Auditing Stand
ards No. 2?
Reply—Since the engagement does not cover only one basic
financial statement, Statement on Auditing Standards No. 2,
§ 9410.04
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paragraph 13, would not apply. SAS No. 2, paragraph 5, however, would apply and concludes, “The auditor may express an
unqualified opinion on one of the financial statements and express
a qualified or adverse opinion or disclaim an opinion on another
if the circumstances call for this treatment. ’ ’
Piecemeal opinions, precluded by paragraph 48 of SAS No.
2, are parenthetically defined as “expressions of opinion as to
certain identified items in financial statements.” Therefore, re
porting under SAS No. 2, paragraph 5, would not constitute a
piecemeal opinion.
If an opinion is disclaimed on the income statement, a dis
claimer on the statement of changes in financial position would
also be required.
.05

Unqualified Opinion on Both Consolidated and Equity Basis
Statements

Inquiry—A CPA firm has been requested to give an opinion
on financial statements of a parent company with wholly owned
subsidiaries. Consolidated financial statements, and separate
statements for the parent company with investments in the sub
sidiaries reported on the equity method are to be issued.
Could an unqualified opinion be issued on financial statements
prepared both on the consolidated and the equity methods for
the same company?
Reply—Accounting Research Bulletin No. 51, paragraph 24
states:
In some cases parent-company statements may be needed, in
addition to consolidated statements, to indicate adequately the posi
tion of bondholders and other creditors or preferred stockholders of
the parent. Consolidating statements, in which one column is used
for the parent company and other columns for particular subsidiaries
or groups of subsidiaries, often are an effective means of presenting
the pertinent information.

Accounting Principles Board Opinion No. 18, paragraph 14
states in part:
The equity method is not, however, a valid substitute for consolida
tion and should not be used to justify exclusion of a subsidiary when
consolidation is otherwise appropriate. The Board also concludes that
parent companies should account for investments in the common
stock of subsidiaries by the equity method in parent-company finan
cial statements prepared for issuance to stockholders as the financial
statements of the primary reporting entity.
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This last sentence means that the consolidated statements would
represent the financial statements of the primary reporting
entity, and, if they are issued to the stockholders, the parent’s
unconsolidated statements could even report the investment in
subsidiaries at cost, but the equity method would be acceptable.
Based on the above references, an unqualified opinion on the
company’s financial statement presented both on a consolidated
and on the equity basis in accounting for subsidiaries would not
be precluded.
.06

Reference in Financial Statements to Auditor’s Report—I

Inquiry—Often financial statements contain references such
as:
“The accompanying notes form an integral part of this
financial statement.”
or
“The accompanying notes and accountant’s opinion form
an integral part of this financial statement.”
The only difference between these two statements is the inclu
sion of the phrase, “and accountant’s opinion.” Is such a
reference to the opinion necessary?
Reply—Section 110.02 of Statement on Auditing Standards
No. 1 discusses the distinction between responsibilities of the
auditor and management and concludes, “The financial state
ments remain the representations of the management.” There
fore, the auditor’s opinion cannot form an integral part of the
financial statements, and it is inappropriate to refer in such
a manner to the auditor’s report.
The only exception to this is when the accountant is
not independent of his client. In such cases, Statement on
Auditing Standards No. 1, section 517 requires the financial
statements to include a reference to the accountant’s disclaimer
of opinion in which he indicates his lack of independence.
.07

Reference in Financial Statements to Auditor’s Report—II

Inquiry—Would it be permissible to include a reference in the
financial statements of a client directing the reader to the audi
tor’s report when anything other than an unqualified opinion
is presented? The reference would simply state, “See the report
of the independent auditors on page X.”
§ 9410.06
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Reply—Although such a reference is not commonly found in
financial statements, a reference to the auditor’s report would
be acceptable under existing pronouncements if, in the auditor’s
judgment, its use is considered necessary in a particular case.
.08

Auditor’s Restriction on Reproduction of Financial Statements

Inquiry—At the close of an audit, the auditors give the client
a document which contains the client’s financial statements and
the “Accountants’ Report.” The accountants’ report, called
“Our Report,” includes a description of the auditors’ examina
tion, an expression of opinion, and necessary explanatory com
ments regarding the financial statements. On the first page of
each document leaving the auditors’ office is a caveat worded
as follows:
Our reports are issued with the understanding that, without our con
sent, they may be reproduced only in their entirety. Should it be
desired to issue or publish a condensation or a portion of this report
and our name is to be used in connection therewith, our approval
must first be secured.
Jones and Company
Certified Public Accountants

Since the financial statements are the representations of the
client, the auditors have no right to restrict their reproduction
except when they are associated with the statements. The phrase
“Our Reports” gives the impression that each and every page
contained within the binding are representations of the auditors
but only the “Accountants’ Report” belongs to the auditors.
The following alternatives are being considered:

1. Do away with the caveat altogether.
2. Reword the caveat for clarity and understandability,
but continue to issue as a separate page.
3. Reword the caveat as above, but include it as a third
paragraph to the “Accountants’ Report.”

Which of the above alternatives should the auditors adopt?
Reply—The financial statements and the notes are the client’s
representations although their form and content are often influ
enced by the auditor. Therefore, the auditors should define their
policy in an engagement letter signed by the client and kept in the
auditor’s files. This procedure would obviate the necessity of
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including the caveat with each report and set of financial state
ments issued.
.09

Arrangement of References to Financial Statements in
Auditor’s Report

Inquiry—The examples of auditor’s opinions in the State
ments on Auditing Standards all seem to refer to the statement
of financial position first, followed by the statement of results of
operations, and finally the statement of changes in financial
position. Is it necessary that the financial statements be pre
sented in this order and the statements be referred to in the
auditor’s report in this order?
Reply—The order in which the financial statements are re
ferred to in the independent auditor’s report need not follow
the order in which the statements are physically arranged. The
suggested standard report such as shown in SAS No. 2, para
graph 7 can be used regardless of the order in which the financial
statements are presented.
.10

Substitution of Term “Audit” for “Examination” in Auditor’s
Report

Inquiry—The standard auditor’s report states, “We have
examined. ...” and, “Our examination was made in accord
ance. . . .” Is there any objection to substituting the words
“audited” and “audit” for “examined” and “examination” in
the auditor’s report?
Reply—There is no objection to substituting “audit” for
“examination” in the auditor’s report.
Section 516.04 of Statement on Auditing Standards No. 1
shows an example of a disclaimer of opinion which states, “The
accompanying [financial statements] . . . were not audited by
us.” Therefore, it would seem inconsistent to preclude the use of
the terms “audit” and “audited” in the standard report.
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Unaudited Financial
Statements
.01

Disclaimer of Opinion on Unaudited Balance Sheet Only

Inquiry—In addition to a complete set of interim unaudited
financial statements, a CPA was asked to prepare a balance sheet
to be attached to bids submitted by the client in connection with
construction contracts. Since the income and retained earnings
statements, and a statement summarizing the changes in financial
position were omitted, the CPA suggested a report which indi
cates that the financial statements are incomplete. Is such a refer
ence in the report necessary?
Reply—Paragraph 5 of Statement on Auditing Standards
No. 2 states:
Reference in the fourth reporting standard to the financial statements
“taken as a whole” applies equally to a complete set of financial state
ments and to an individual financial statement, for example, to a
balance sheet.

Paragraph 13 of SAS No. 2 states:
The auditor may be asked to report on one basic financial state
ment and not on the others. For example, he may be asked to re
port on the balance sheet and not on the statements of income, re
tained earnings or changes in financial position. These engagements
do not involve scope limitations if the auditor’s access to informa
tion underlying the basic financial statements is not limited and if
he applies all the procedures he considers necessary in the circum
stances; rather, such engagements involve limited reporting objec
tives.

While SAS No. 2 applies only to audited financial statements,
it nonetheless implies that it is not improper to report on sepa
rate financial statements. Thus, the disclaimer suggested in Sec
tion 516.04 of SAS No. 1 may be appropriately rephrased to
cover the balance sheet only as follows:
The accompanying balance sheet of X Company as of December 31,
19— was not audited by us and accordingly we do not express an
opinion on it.
.02

Statement of Changes in Financial Position Omitted

Inquiry—In reporting on unaudited financial statements which
do not include a statement of changes in financial position, would
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the following disclaimer of opinion satisfy disclosure require
ments?
I have not examined the accompanying balance sheet of XYZ as at
December 31, 19xx and the related statement of income for the year
then ended. Therefore, I do not express an opinion on them. No at
tempt has been made to assure that adequate disclosure as required
by the pronouncements of the American Institute of CPAs has been
made.

Reply—Reporting on unaudited financial statements is dis
cussed in Statement on Auditing Standards No. 1, section 516. As
indicated in SAS No. 1, section 516.06:
Because unaudited financial statements, by definition, have not
been audited by the certified public accountant, he cannot be ex
pected to have an opinion as to whether such statements have been
prepared in conformity with generally accepted accounting principles.
However, if the certified public accountant concludes on the basis of
facts known to him that unaudited financial statements with which
he may become associated are not in conformity with generally ac
cepted accounting principles, which include adequate disclosure, he
should insist . . . upon appropriate revision; failing that, he should
set forth his reservations in his disclaimer of opinion.

SAS 1, section 516.08 indicates, “the accountant is not required
to prepare a statement of changes in financial position and in
clude it in his accompanying report. ’ ’ If the financial statements
are restricted to internal use by the client, the disclaimer should
indicate that the statement of changes has been omitted. If the
statements are not so restricted, the disclaimer should indicate
that the financial statements do not conform to generally accepted
accounting principles because the related statement of changes
is not presented.
.03

Inadequate Disclosure in Unaudited Financial Statements

Inquiry—A client has asked us to prepare his personal finan
cial statements. Is it appropriate to include an adverse opinion
on unaudited financial statements if there are departures from
generally accepted accounting principles due to inadequate dis
closure ?
Reply—Since the financial statements are unaudited, it would
not be appropriate to include an adverse opinion on the depar
tures from generally accepted accounting principles. The de
partures from generally accepted accounting principles should
be described in the report, but no reference should be made to an
opinion concerning the departures.
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.04

Applicability of APB Opinion No. 22 to Unaudited Financial
Statements

Inquiry—Is the disclosure of accounting policies required by
Accounting Principles Board Opinion No. 22 required on un
audited financial statements?

Reply—Statement on Auditing Standards No. 1, section 516.06
states in part, “. . . if the certified public accountant concludes
on the basis of facts known to him that unaudited financial state
ments with which he may become associated are not in conformity
with generally accepted accounting principles, which include ade
quate disclosure, he should insist upon appropriate revision.”
Therefore, it appears the requirements of APB Opinion No. 22
apply to unaudited financial statements.

With regard to unaudited interim financial statements, para
graph 10 of Opinion No. 22 indicates that the requirements for
disclosure of accounting policies are not intended to apply to
unaudited financial statements issued as of a date between an
nual reporting dates (for example, each quarter), unless a
reporting entity changes its accounting policies after the end
of its preceding fiscal year. [Amended]

.05

Unaudited Statements on Paper with CPA’s Letterhead

Inquiry—If a CPA is associated with a client’s unaudited
financial statements, and he includes the appropriate notices and
disclaimer, would the typing of the statements on paper bearing
the firm’s letterhead create any problems, or is it preferable to
always type unaudited statements on plain paper ?

Reply—Section 516 of Statement on Auditing Standards No. 1
deals with unaudited financial statements. Section 516.03 states,
in part, that association with the unaudited financial statements
does not arise if the accountant, as an accommodation to his
client, merely types on “plain paper” or reproduces unaudited
financial statements so long as he has not prepared or otherwise
assisted in preparing the statements and so long as he submits
them only to his client. Once the CPA is associated with the un
audited statements, whether he uses “plain paper” or paper
bearing his name will have no effect on his responsibility in the
engagement.
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Reference in Disclaimer to Possibly Incomplete Disclosure-

I

Inquiry—A disclaimer attached to unaudited financial state
ments includes the following sentence:
The financial statements presented are restricted to internal use
only, and therefore do not necessarily indude all disclosures that
might be required for a fair presentation.

Is such a sentence appropriate!
Reply—Section 516.05 of Statement on Auditing Standards
No. 1 deals with a CPA’s association with unaudited financial
statements when the statements are for the client’s internal use
only. If a CPA knows that third parties will rely on the un
audited financial statements, it is inappropriate to use the lan
guage in the above disclaimer. (Refer also to pages 25 through
28 of the AICPA Auditing Standards Division’s Guide for En
gagements of CPAs to Prepare Unaudited Financial Statements
(1975).)
Auditing Interpretation No. 1 to SAS No. 1, section 516 deals
with the circumstances under which a CPA’s disclaimer of opin
ion on unaudited financial statements should refer to the absence
of necessary disclosures and restriction of the statements to
internal use. The interpretation states:
The notation of restriction to internal use and the possible lack of
necessary disclosures should not be used when the CPA has knowl
edge that the client intends to distribute the report to third parties
or in situations in which he believes distribution to third parties is
likely. Paragraph .05 [of SAS No. 1, Section 516] applies only to
statements which a client in fact is going to use only internally. Thus,
if the client intends showing the statements to an outsider, the CPA
should comply with Section 516.06 [of SAS No. 1], and insist upon
including all necessary disclosures of which he has knowledge.
In those circumstances where internal use statements are issued,
the accountant should clearly indicate the restrictions placed upon
the use of the financial statements. The report might be worded as
follows:

The accompanying financial statements were not audited by us
and, accordingly, we do not express an opinion on them. Because
these financial statements are issued solely for the internal informa
tion of the company’s management, they do not necessarily include
all disclosures that might otherwise be required. Therefore, they
should not be referred to or presented to anyone outside the com
pany for any purpose.
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.07

Reference in Disclaimer to Possibly Incomplete Disclosure—II

Inquiry—For many clients, a CPA prepares monthly unau
dited financial statements consisting of a balance sheet and a
statement of earnings. Although the statements are generally for
internal use only, the CPA is concerned that clients might give
these statements to third parties, and as a consequence, he does
not state in his transmittal letter that the statements are for in
ternal use only. Instead, he states that “the statements are not
prepared in accordance with generally accepted accounting prin
ciples, since a statement of changes in financial position is not
presented and the statements do not include disclosures necessary
for a fair presentation.’’

Section 516.06 of Statement on Auditing Standards No. 1 states
that if the CPA concludes the statements with which he is asso
ciated are not in conformity with generally accepted accounting
principles and if the client is not willing for the CPA to spend
the time to provide all of the required disclosure notes, the CPA
should set forth clearly his reservations in his disclaimer of
opinion. This section also states that the CPA should refer
specifically to the nature of his reservations.
Does Section 516.06 mean that the CPA is required to list each
specific account or area where disclosures are omitted, or is a
general disclaimer sufficient?
Reply—The AICPA Auditing Standards Division Guide for
Engagements of CPAs to Prepare Unaudited Financial State
ments (1975) discusses this situation on pages 27 and 28:
Necessary disclosures should not be omitted when the CPA has
reason to believe that the client intends to distribute the report to
third parties. The application of section 516.05 is limited to state
ments that a client intends only for internal use.
A CPA should consider carefully the actions to take if he learns
that his client has given restricted statements to a third party. Or
dinarily, he should advise his client to revise the statements to in
clude the omitted disclosures and to send the revised statements to
all those who received the original ones. The CPA should determine
that the previously omitted disclosures have been included before
the revised statements are released.

Because of the problems that may be encountered when the in
ternal use restriction is ignored, the CPA should exercise caution
when engaged to prepare internal-use statements. If he knows that
the client intends to distribute the statements to outsiders, the state
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ments should contain adequate disclosures; otherwise, the CPA should
set forth his reservations in his report. If he is not certain of the
client’s intentions, but believes that it is likely that the statements
will not be restricted to internal use he should insist that the state
ments be in conformity with generally accepted accounting principles
following the prescriptions of sections 516.06 and .07 [of SAS No. 1].

In this situation, any reservations the CPA may have should
be specifically spelled out because a generalized reference to lack
of disclosure would not be enough.

.08

Disclaimer of Opinion on Write-up Work—I

Inquiry—A CPA firm does monthly write-up work by process
ing financial reports through its computer installation.

Each report page contains the note, “Prepared without inde
pendent audit verification. ’ ’ Also, a letter disclaiming an opinion
is attached to each monthly report. Are both the footnote and
letter necessary?

Reply—Since the CPA firm is preparing the financial state
ments in connection with the write-up work done for the clients,
it would be associated with the unaudited financial statements
(see section 516.03 of Statement on Auditing Standards No. 1).
As indicated in section 516.04 of SAS No. 1, “A disclaimer of
opinion should accompany the unaudited financial statements
with which the certified public accountant is associated. ’ ’ There
fore, a disclaimer of opinion would be required for the monthly
statements which are issued to the clients. The wording of the
disclaimer should be as close as possible to the example con
tained in SAS No. 1, section 516.04. That section also indicates
that the disclaimer of opinion may be placed directly on the
unaudited financial statements.
Use of the phrase “prepared without independent audit veri
fication . . . ” on each page might be misconstrued to mean that
some other type of audit verification has been made; the pages
could simply be marked conspicuously as “unaudited.”

.09

Disclaimer of Opinion on Write-up Work—II

Inquiry—The following letter is included with each monthly
write-up financial report. Is the wording sufficiently detailed and
clear as to the CPA firm’s position?
§ 9420.08
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The accompanying statements have been prepared by our staff with
due professional diligence, according to the information available to
us from your offices. However, our engagement was limited to ac
counting services only; therefore, we did not perform the necessary
audit procedures, such as inventory observation, confirmation of re
ceivables, and independent verification of all asset and equity ac
counts, that are prerequisites to an unqualified opinion as to the
accuracy of the representations made in the financial statements.

Because of the limitations explained above, we do not express an
opinion on the accompanying statement of financial condition and
related statement of operations. We suggest that these statements be
restricted to internal use since they may not include all disclosures
that might be required for a fair presentation.

Reply—Statement on Auditing Standards No. 1, section 516.04
includes a suggested disclaimer of opinion for unaudited finan
cial statements. Deviation from the suggested wording of the
disclaimer indicated in section 516.04 may cause problems. For
example, what does “with due professional diligence ” in sentence
one of the letter mean?
The second sentence indicates that “. . . we did not perform
the necessary audit procedures such as inventory observation,
confirmation of receivables, and independent verification of all
asset and equity accounts. . .
Such terminology and the re
mainder of that sentence might cause a reader to assume that the
CPA is taking considerably more responsibility for the financial
statements than he actually intends.

The disclaimer of opinion should not refer to scope limitations
as implied in the second paragraph in the report.
Restricting the financial statements to the internal use of the
client should not be permissive as indicated in the last sentence,
“We suggest that these statements be restricted to internal use
since they may not include all disclosures that might be required
for a fair presentation.’’ The financial statements should either
be restricted or not restricted. Reference should be made to SAS
No. 1, section 516.05 for a discussion of reporting under these
circumstances.
.10

Disclaimer of Opinion on Write-up Work—-III

Inquiry—A member of an accountant’s staff proposes the fol
lowing disclaimer in the accountant’s report because, although
accounting services were performed, an audit was not part of the
engagement:
AICPA Technical Practice Aids
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The accompanying comparative balance sheets of_________ Corp.,
as of (date) and (date), the related comparative statement of income
and retained earnings for the fiscal years then ended, and the state
ment of changes in financial position for the year ended (date), were
prepared by (accounting firm’s name) as an accounting service
from the records provided by_________ Corp.
These statements were not audited by us, and we express no opinion
on them.

Is this disclaimer proper for an engagement providing for
write-up work and the preparation of unaudited financial state
ments?
Reply—Section 516.01 of Statement on Auditing Standards
No. 1 indicates that a GPA may prepare unaudited financial
statements and that “this type of engagement is an accounting
service as distinguished from an examination of financial state
ments in accordance with generally accepted auditing stan
dards.” It also states that “the statements are representations of
management, and the fairness of their representation is manage
ment’s responsibility.” In addition, Interpretation of Rules of
Conduct 101-3 of the Code of Professional Ethics (issued March,
1974), contains a further discussion of “accounting services.”
The example of a disclaimer shown in Section 516.04 of SAS
No. 1 should be used wherever possible in reporting on unaudited
financial statements. This will help avoid possibly misleading
inferences in the disclaimer.
.11

Computer-Prepared Trial Balances as Unaudited Financial
Statements

Inquiry—A CPA issues computer-prepared monthly financial
statements to his clients, but he has found it difficult to present
these statements in accordance with generally accepted account
ing principles, particularly in regard to full disclosure, tax allo
cation, and classification of liabilities as long-term and current.

The CPA is considering substituting unaudited trial balances
for the monthly financial statements. The trial balances would
show the account balances of assets and liabilities and revenues
and expenses, but they would not be as complete as financial
statements. The trial balances would be for internal use only,
and would include the appropriate disclaimer.

Would such a trial balance satisfy the requirements of section
516 of Statement on Auditing Standards No. 1?
§ 9420.11
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Reply—A trial balance per se is not a financial statement
but if the trial balance is presented in a form similar to
financial statements and shows such items as total assets and
total equities or total revenues and total expenses rather than
just total debits and credits, it would be considered a financial
statement within the definition on page 16 of the AICPA’s Code
of Professional Ethics (March 1, 1973). Financial statements
are defined as, “Statements and footnotes related thereto that
purport to show financial position which relates to a point in
time or changes in financial position which relate to a period of
time, and statements which use a cash or other incomplete basis
of accounting. Balance sheets, statements of income, statements
of retained earnings, statements of changes in financial position,
and statements of changes in owners' equity are financial state
ments.”
Since the statements are for the client’s internal use only, the
disclaimer of opinion should comply with section 516.05 of SAS
No. 1 and each page of the statements should be clearly and con
spicuously marked as unaudited.
.12

Association with EDP Produced Financial Statements

Inquiry—A CPA who operates a data processing service
bureau receives source information from clients which is pro
cessed by the CPA’s data processing equipment and software to
produce a general ledger, a journal summary, and financial state
ments in a predesigned format. The CPA only checks the data to
make sure the accounts balance.
Is the CPA ‘‘ associated’’with these unaudited financial state
ments produced by the data processing equipment? Statement on
Auditing Standards No. 1, section 516.03, states that a CPA is
not associated with financial statements if he merely types or
reproduces the statements on plain paper and does not assist in
preparing them. Are these circumstances comparable?

Reply—In this situation, the CPA (1) has devised a required
program, (2) checks the information furnished for a balanced
condition, (3) operates the equipment, and (4) transmits the
statements produced to the client. Such a procedure could not
be considered mere reproduction on plain paper of financial state
ments prepared by the client. Therefore, the CPA’s name is asso
ciated with the financial statements, and he must mark the state
ments as unaudited and disclaim an opinion on the statements.
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If the software program was designed by someone other than
the CPA, if it was selected and owned by the client, and if the
input material was received from the client on punched card,
tape or other acceptable machine input, operation of the hard
ware under the CPA’s control and the production of the financial
statements by him would not “associate” his name with such
statements.
.14

Unaudited Cash Basis Statements

Inquiry—What amount of disclosure is necessary on unaudited
cash basis financial statements, and what type of disclaimer of
opinion is necessary?

Reply—The AICPA Auditing Standards Division Guide for
Engagements of CPAs to Prepare Unaudited Financial State
ments (1975) discusses cash basis unaudited statements on
page 31:
A CPA may be engaged to prepare or assist in preparing unaudited
statements on a cash basis. Since cash-basis statements ordinarily do
not present financial position (balance sheet) and results of opera
tions (income statement and statement of retained earnings), a state
ment of changes in financial position need not be included.
A disclaimer of opinion on cash-basis statements might be worded
as follows:

The accompanying statement of assets and liabilities resulting
from cash transactions of XYZ Corporation as of December 31,
19xx, and the related statement of revenues collected and expenses
paid during the year then ended were not audited by us and ac
cordingly we do not express an opinion on them.
The cash-basis statements should disclose that they have been
prepared on the basis of cash receipts and disbursements. If the CPA
thinks that misleading inferences may be drawn from the statements,
he should include an explanation in his disclaimer that the statements
do not present financial position and results of operations. This might
be accomplished by adding the following paragraph to his disclaimer:

Because of the omission of accounts receivable and accounts
payable, the statements referred to above do not present the finan
cial position or results of operations of the company.
.15

Unaudited Financial Statements on Bank’s Forms

Inquiry—Several small businesses which do not keep their own
books have been asked by a bank to submit financial statements
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on forms provided by the bank. What is the CPA’s responsibility
in completing these forms for his client?

Reply—Section 516.03 of Statement on Auditing Standards
No. 1 states:
A certified public accountant is associated with unaudited finan
cial statements when he has consented to the use of his name in a
report, document or written communication setting forth or contain
ing the statements. Further, when a certified public accountant sub
mits to his client or others, with or without a covering letter un
audited financial statements which he has prepared or assisted in
preparing, he is deemed to be associated with such statements. This
association is deemed to exist even though the certified public accoun
tant does not append his name to the financial statements or uses
“plain paper” rather than his own stationery. However, association
does not arise if the accountant, as an accommodation to his client,
merely types on “plain paper” or reproduces unaudited financial
statements so long as he has not prepared or otherwise assisted in
preparing the statements and so long as he submits them only to his
client.

If the forms submitted were indeed completed by the CPA, he
should include on the form, or on an accompanying sheet, a dis
claimer of opinion similar to that presented as an example in
Section 516.04 of SAS No. 1.
.16

Description of Audit Procedures in Letter to Management

Inquiry—A firm performs engagements for several clients
which involve limited audit procedures. Such procedures are not
adequate to render either an unqualified opinion or a qualified
opinion, due to the limitation on scope. However, the clients are
often not happy with the standard disclaimer of opinion for un
audited financial statements because of the extent of procedures
performed.

Would there be anything wrong with sending such clients a
management letter setting forth the procedures performed? A
disclaimer of opinion, as illustrated in Section 516.04 of State
ment on Auditing Standards No. 1, would be issued on the finan
cial statements.
Reply—Section 516.09 of Statement on Auditing Standards
No. 1 indicates, “Any auditing procedures that may have been
performed in connection with unaudited financial statements
ordinarily should not be described in the accountant’s report; to
do so might cause the reader to believe that the financial state
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ments have been audited.” The disclaimer of opinion on the
financial statements would be considered the “accountant’s re
port.” Therefore, setting forth the procedures performed in a
management letter should specify that its distribution is re
stricted solely to the client.
.17

Management Representation Letters

Inquiry—During an engagement to prepare unaudited finan
cial statements, an attorney representing the client questioned
the CPA’s right to request a management representation letter.
The attorney’s major objection was that the letter is a self
serving device which is not required for these engagements.
Is it a recommended procedure to request a management repre
sentation letter in engagements to prepare unaudited financial
statements ?

Reply—The AICPA’s Guide for Engagements of CPAs to
Prepare Unaudited Financial Statements (1975) includes a list
of suggested procedures which may be followed in such engage
ments. This list states on page 21, “At the completion of the
engagement, some CPAs obtain from the client a letter acknowl
edging that the client accepts responsibility for the financial
statements.” Management representation letters, however, are
not required in engagements to prepare unaudited statements.
Perhaps some of the difficulty with the client’s attorney stems
from a misunderstanding of what the representation letter is
intended to accomplish. Such a letter, either for unaudited en
gagements or for audited engagements, really has no binding
effect on third parties. Generally, it is intended to summarize
many of the representations which management makes during
the course of an engagement and to impress upon management
the fact that the representations made in the financial statements
are the responsibility of the client.
.1 8

Marking Financial Statements as Unaudited

Inquiry—Section 516.04 of Statement on Auditing Standards
No. 1 requires that each page of unaudited financial statements
be marked as such. Section 517.03 states that each page of the
financial statements should be clearly and specifically marked,
“Unaudited—see accompanying disclaimer of opinion.” Should
the wording of section 517.03 be used on all unaudited financial
§ 9420.17
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statements, or is it necessary only in those circumstances de
scribed in section 517?
Reply—Section 516.04 of SAS No. 1 states in part, “In addi
tion, each page of the financial statements should be clearly and
conspicuously marked as unaudited.” It is usual to place the
word “Unaudited” in conspicuous type either directly above or
below the title of the statement or directly over the column of
figures.
Section 517.03, states in part, “Each page of the financial
statements should clearly and conspicuously be marked ‘Unau
dited—see accompanying disclaimer of opinion,’ unless the dis
claimer of opinion appears thereon.” This is directed strictly
toward reporting on financial statements when the auditor is not
independent. There was no intention of modifying section 516.04.
.19

Attachment of Disclaimer to Unaudited Financial Statements

Inquiry—If the disclaimer of opinion is printed on each page
of the financial statements, is it necessary to attach a letter of
disclaimer to the financial statements?
Reply—In relation to disclaimers of opinion on unaudited
financial statements, Statement on Auditing Standards No. 1,
Section 516.04 states in part, “The disclaimer of opinion may
accompany the unaudited financial statements, or it may be
placed directly on them. In addition, each page of the financial
statements should be clearly and conspicuously marked as un
audited.” Under such circumstances a separate letter of dis
claimer is not needed if the disclaimer appears on each page of
the financial statements.
If the financial statements are not unaudited, but an opinion
is disclaimed for other reasons, it would not generally be appro
priate to present the disclaimer on each page of the financial
statements.

.21

Disclosure of Loan and Lease Agreements

Inquiry—Is disclosure of loan and lease agreements required
in unaudited financial statements?

Reply—The Auditing Standards Division has published a
Guide for Engagements of CPAs to Prepare Unaudited Finan
cial Statements. Pages 16 and 17 of the guide contain a discus
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sion of fair presentation in conformity with generally accepted
accounting principles and state in part:
Since the CPA has not performed an audit, he cannot be ex
pected to know whether the unaudited statements are in con
formity with GAAP (which include adequate disclosure).
However, he has extensive knowledge of GAAP and experience
in their application, and he cannot close his eyes to financial
statements that, on their face or on the basis of facts known to
him, are not in conformity with such principles.

Although there is no requirement to examine lease agreements,
or the terms of loans when the CPA is associated with unaudited
financial statements, disclosure of this information should be
made by the client as part of the client’s representations.
.22

Tax Returns Submitted to Third Parties in Lieu of Financial
Statements

Inquiry—Does section 516 of Statement on Auditing Stand
ards No. 1, Unaudited Financial Statements, apply to individual
tax returns used by third parties in lieu of financial statements?

Reply—The AICPA Guide for Engagements of CPAs to Pre
pare Unaudited Financial Statements discusses on page 30 the
applicability of section 516 to tax returns as follows:

Section 516.13 states the following:
This section does not apply to tax returns and
other data prepared solely for submission to taxing
authorities.
Consequently, when a CPA is engaged to prepare a tax re
turn, and the return is prepared solely for submission to tax
ing authorities, section 516 does not apply and it is not neces
sary to append a disclaimer of opinion nor to mark the tax
return as “unaudited.”

Whenever a tax return is submitted to third parties in lieu
of financial statements, the return would come under section. 516
of SAS 1. A disclaimer of opinion would be necessary, and the
tax return should be marked as “unaudited.”
.23

Property Stated at Appraisal Value

Inquiry—The unaudited balance sheet of a company shows
property at appraised value. The cost of the property is not
§ 9420.22
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determinable. What is the wording of a disclaimer of opinion
in that situation?
Reply—Pages 24 and 25 of Guide for Engagements of CPAs
To Prepare Unaudited Financial Statements show an example
of a reservation for land recorded at appraisal values. An
example of the wording to indicate that the cost is not deter
minable might read as follows:
Under generally accepted accounting principles, land is
ordinarily stated at cost. Management has informed us that
the company has recorded its land at appraised value. Since
the cost is not determinable, the effect of the departure from
generally accepted accounting principles cannot be quantified.
.24

Computer-Prepared Financial Statements Issued to a Third
Party

Inquiry—Corporation A supplies information to a computer
company for posting to the corporation’s general ledger. The
computer company prepares, for internal use only, monthly
balance sheets and statements of income which a CPA firm
reviews. At year end, the accounting firm prepares a trial bal
ance and necessary closing adjustments which Corporation A
gives to the computer company. The computer company then
issues to Corporation A an annual balance sheet and statement
of income which are unaudited and not accompanied by neces
sary footnote disclosures. Despite instructions to the contrary,
Corporation A issues the computer-prepared financial state
ments to its bank without allowing the CPA firm to attach a
disclaimer of opinion stating that the financial statements are
unaudited and incomplete. Since the CPA firm prepares the
closing adjustments, is the CPA firm associated with the com
puter-prepared financial statements? If so, what action should
the CPA firm take when Corporation A sends such statements
to the bank without a disclaimer of opinion that the statements
are unaudited?
Reply—Pages 8 and 9 of Guide for Engagements of CPAs
to Prepare Unaudited Financial Statements, which discuss com
puter-prepared financial statements, state:
The process by which financial statements are prepared does
not alter the criteria for determining whether a CPA is associ
ated with them. Therefore, the criteria for association estab
lished in section 516.03 (of Statement on Auditing Standards
No. 1) apply to computer-prepared statements.
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If the statements are processed on a computer controlled by the
CPA, he is deemed to have prepared them and is associated
with them. However, if the statements are processed by an
independent computer service company, whether the CPA is
associated with them depends on the circumstances. If the
computer input data are prepared by the client and submitted
by the client to an independent computer service company, and
the processed financial statements are returned directly to the
client, the CPA is obviously not associated. In addition, the CPA
cannot be considered to be associated merely because the
client consults with him on accounting or data-processing
matters prior to submitting the data for processing. However,
if, for example, the CPA prepared the computer input data, or
receives the input data from the client and reviews it before
it goes to the service company, he is associated with the
resulting statements.

Since the CPA firm prepares adjusting entries to the yearend balances, the firm is associated with the computer-prepared
financial statements.

The CPA firm should discuss the Guide and section 516 of

Statement on Auditing Standards No. 1 with Corporation A.
The CPA firm should ask the client to send other financial
statements to the hank. If Corporation A persists in issuing the
computer-prepared financial statements to third parties without
a disclaimer of opinion, the CPA firm should consider with
drawing from the engagement.
.25

Disclosure of Related Party Transactions

Inquiry—Do the disclosure requirements enumerated in
paragraphs 16-18 of Statement on Auditing Standards No. 6
apply to unaudited financial statements?

Reply—Statement on Auditing Standards No. 6 does not
directly apply to unaudited financial statements because para
graph 1 indicates the Statement provides guidance to the CPA
performing an examination of financial statements in accordance
with generally accepted auditing standards. Section 516 of
Statement on Auditing Standards No. 1 deals with unaudited
financial statements. Section 516.06 indicates that adequate dis
closure is necessary in unaudited financial statements, if infor
mation is known to the CPA. A CPA engaged to prepare, or
assist in preparing, unaudited statements is not obliged to per
form auditing procedures to determine the existence of, identity,
or examine related party transactions. However, he should
report known inadequacies in disclosure.
$ 9420.25
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.26

Operations Discontinued Subsequent to Balance Sheet Date

Inquiry—A CPA is associated with unaudited financial state
ments of an enterprise that discontinued its operations subse
quent to the date of the balance sheet. How should the CPA’s
disclaimer of opinion be worded?
Reply—A suitable disclaimer of opinion would be:
The accompanying statement of financial position of............
.......................................... as of June 30, 1976, and the related
statements of earnings and retained earnings and changes in
financial position for the year then ended were not audited
by us, and accordingly we do not express an opinion on them.
Financial statements of entities that are presented in con
formity with generally accepted accounting principles are
prepared on a going-concern basis. However, the company
discontinued operations in August 1976 as described in note 1.
The amounts to be realized from the disposition of the assets
and the amounts required to satisfy claims of creditors are not
determinable at present.

The second paragraph in the above disclaimer may be included
because the information is significant.

The next page is 10,551.
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.01

Use of Successor Firm Name in Signing Registration Statement

Inquiry—A CPA firm has been requested to provide an
opinion on the consolidated financial statements of a client cover
ing a five-year period. During this five-year period, the CPA firm
has undergone several changes in its organization and its name:

1. Opinions for the first two years were issued by John
Doe & Co.
2. In the third year, the accounting practice merged with
another firm and the opinions for years three and four
were signed by Doe, Roe & Co. Primary responsibility
for the client was retained by the partners of John
Doe & Co.
3. This partnership was later dissolved and the opinion
in year five was signed by John Doe & Co., who, under
the dissolution agreement, retained the working papers
for this client.
Since it is impracticable to obtain the consent of each partner
of the dissolved partnership, may the opinion on the five-year
statements be issued by John Doe & Co.?
Reply—This situation is discussed in Statement on Auditing
Standards No. 15, footnote 3. Since the partners of John Doe
& Co., as it presently exists, retained primary responsibility
for the publicly held company in question during the merger
period, and since the firm is a successor in interest to the en
gagement and has retained all working papers for this client,
it appears that, after consideration of these circumstances, the
statements of consolidated income for the five-year period may
be released solely in the name of John Doe & Co. [Amended]
.02

Reporting on Companies with Different Fiscal Years

Inquiry—A CPA has a client whose fiscal year ends on June 30.
A parent company of this client now wishes to go public and
must file consolidated financial statements with the SEC. The
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§ 9430.02

10,552

Auditors’ Reports

parent company, however, observes a fiscal year ending on
December 31.

The CPA has been asked by the parent to provide financial
statements with an auditor’s opinion for the year ending Decem
ber 31, 1973. To do this, the auditor must assemble figures for
the period January 1, 1973, to June 30, 1973, from the financial
statements for the year ended June 30, 1973, and figures for the
period July 1, 1973, to December 31, 1973, from the financial
statements for the year ended June 30,1974.
The CPA has been having difficulty in segregating the financial
information into these six-month periods because of the condi
tion of the accounting records. Furthermore, the inventories were
not observed nor were the receivables confirmed at the Decem
ber 31 dates.
Under these conditions, should the CPA express his opinion
for the year ended June 30, 1973, and disclaim an opinion for
the six months ended December 31, 1973?
Reply—In order for an auditor to express an opinion on finan
cial statements for prior periods, it is generally not necessary
to observe all audit procedures required for the most recent
financial statements. The footnote to paragraph 12 of Statement
on Auditing Standards No. 2 (in referring to absence of con
firmation of receivables and observation of inventories) indi
cates that the omission of these procedures at the beginning of
the year is not required to be disclosed in situations where the
independent auditor has satisfied himself by other auditing pro
cedures. However, he may wish to disclose the circumstances of
the engagement and briefly describe the other procedures.
Generally, if the client’s records are reasonably well kept and
the auditor has satisfied himself as to year-end financial state
ments, review of ratios of sales to cost of sales and determina
tion that accruals have been properly recognized at the interim
date will enable an auditor to satisfy himself that the financial
statements at an intervening interim date are fairly presented.
On the other hand, if no perpetual inventory records are kept
and if the client has not prepared inventories as of the interim
date, it may not be practicable to reconstruct such inventory, and
a disclaimer of opinion must be expressed on the reconstructed
statements. In such circumstances, it would appear necessary
that the auditor indicate in a middle paragraph that, due to the
§ 9430.02
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fact that he was not engaged to make an examination of financial
statements as of such date until June 30, 1974, he was not in a
position to observe the amount of inventory at such date and
is unable to satisfy himself thereto by the application of other
auditing procedures. If this be the case, the SEC would probably
be willing to accept combined income statements based on state
ments of the subsidiary company as of a date six months differ
ent than the parent and to accept unconsolidated balance sheets,
with the balance sheet of the subsidiary being presented as of its
appropriate year-end. The absence of correspondence with
debtors and creditors would probably not cause similar problems.
.03

Dates of Representation Letter and Auditor’s Opinion

Inquiry—On certain complex audit engagements, the letter of
representation is not prepared and submitted to the client for his
review and signature prior to a complete review of the audit
working papers by a partner of the firm. This working paper
review is sometimes completed several weeks subsequent to the
completion of the audit field work and, not infrequently, develops
additional items upon which the partner feels written representa
tions should be obtained from the client.
Statement on Auditing Standards No. 1, section 560.12 reads
in part, ‘‘Obtain a letter of representations dated as of the date
of the auditor’s report.” Section 530.01 of SAS No. 1 reads in
part, ''Generally, the date of completion of the field work should
be used as the date of the independent auditor’s report.’’ In the
situation described above, when should the letter of representa
tion and auditors’ opinion be dated? If the letter of representa
tion is dated later than the completion of field work, would the
review of subsequent events have to be extended to that date?
Reply—Review of the audit working papers is a part of the
auditing procedures leading to the auditors ’ opinion. The letter
of representation focuses on areas developed as a result of the
review of the audit working papers and should not be dated later
than the auditors’ opinion. If the letter of representation is as
of a date later than the date of completion of the audit field work,
the auditors ’ opinion should bear the same date, since obtaining
a letter of representation is an auditing procedure presumed to
be performed prior to the issuance of the auditor’s report.
The auditor would not be obligated to extend his subsequent
events review to the later date, since the items covered in the
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letter of representation result from a review of the working
papers which reflect the audit work performed.
.04

Signing and Dating of Disclaimers on Unaudited Statements

Inquiry—Is it necessary that the CPA’s disclaimer of opinion

accompanying unaudited financial statements be signed and
dated, or is it sufficient to include a standard disclaimer imprinted
in small type at the bottom of each page?
Reply—A disclaimer of opinion is a form of accountants’ re
port which should be signed and dated just as other accountants’
reports should be signed and dated. Section 516.04 of Statement
on Auditing Standards No. 1 clearly indicates this. The signing
and dating of a disclaimer is for the accountant’s own protection
and it also supplies the reader of the financial statements with
information as to who prepared the financial statements, and
when. There is no objection to the use of a standard printed
form of disclaimer or a rubber stamp if regular size type is used
and the disclaimer is signed and dated. The printed firm name
can suffice for a signature provided that the date is added after
the name.
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Section 9510
Special Reports
.01

Determination of Sales Price Based on Auditor’s Report

Inquiry—A CPA has been designated by a contract of sales
to prepare a statement of “net current assets” and a statement
of net income of the selling firm. Both are elements in the deter
mination of the sales price.

A disagreement has arisen between the seller and the buyer
as to the pricing of the inventory which represents the major
portion of the “net current assets. ” The seller relies on a formula
represented as “heretofore agreed. ...” The buyer demands a
formula “based upon good accounting practice.”
The CPA believes he may have to submit two inventory values
to comply with the contract provisions—one to describe the “net
current assets” which will use the formula set forth in the con
tract, and a second using the normal pricing methods of prior
years. There is a major variation between the two. The formula
in the contract was not represented as being based on good
accounting methods but was developed by management after
the date of their latest audit.

Can the CPA express an unqualified opinion on each of the
two statements if different price bases are used provided full
disclosure is made?

Reply—This is a special report situation and these are special
circumstances in which the auditor may have a certain report
ing latitude he might not otherwise have. Since seller and buyer
were both parties to the contract, the CPA was designated by
the contract to prepare specified statements, and the contract
apparently describes a special formula to be used in pricing
inventories, the CPA would ordinarily perform strictly accord
ing to the terms of the engagement and report on one set of
statements as being fairly presented or correctly presented in
accordance with the specified contractual formula.
However, since the CPA is aware of the basic disagreement
between seller and buyer, he might be much more helpful to
wards ultimately resolving the issue if he were to prepare state
ments on both bases.
AICPA Technical Practice Aids

§ 9510.01

10,752

Auditors’ Reports

The auditor may properly report on the two statements pre
pared in accordance with different inventory pricing bases, full
disclosure, of course, being assumed. A more significant question,
under the circumstances, is whether he has (or can obtain) con
sent from both parties modifying the terms of the engagement
to allow preparation of the statements on a dual basis.
.03

Audit of Sales for Percentage-of-Sales Lease Agreements

Inquiry—Tenants’ lease agreements with a large shopping
center provide for a minimum annual rental plus a percentage
rent for sales in excess of a certain d dollar amount. In accordance
with the leases, the shopping center has engaged the services
of a CPA to verify that sales exceeding the specified minimum
base are being reported. If the CPA is satisfied that the internal
control of a tenant is good, may he rely on copies of sales tax
returns filed with the state as sufficient evidence for his exami
nation? Is any further verification necessary if a tenant submits
a written confirmation of its annual sales from its CPA?
Reply—The degree of reliance which the auditor can place on
the work of a tenant’s CPA will depend upon many considerations such as those described in section 543 of Statement on
Auditing Standards No. 1. Comparison of the sales figure re
ported to the client with the figure reported on the tenant’s sales
tax return would not in itself be sufficient verification, and
additional procedures will be necessary.
An audit program suitable for determining the annual sales
of the tenants will have to be highly flexible. Flexibility is re
quired so as to enable the field auditors involved to adjust the
audit procedures employed from store to store, as dictated by
changes in types of merchandise sold, selling policies employed,
sufficiency of records maintained, adequacy of internal control,
etc. Accordingly, the depth of the examination will vary to some
extent with almost every tenant audited.
Procedures might include examining weekly cash reports sub
mitted by store managers and comparing these reports with gen
eral ledger entries, bank statements, and state and federal tax
returns, and test checking consecutively numbered sales invoices.

Perhaps the most important documents to play a role in such
an examination of the tenants’ sales will be the lease agreements
§ 9510.03
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which provide the very basis for such examination and which
may well contain restrictions on the number and type of records
and reports that each tenant will be required to make available.
.04

Special Report on Inventory

Inquiry—An accountant prepares unaudited financial state
ments for a client. The terms of a loan agreement specify that
the accountant is to furnish the bank an opinion on the client’s
inventory. Can the accountant issue a special report on inven
tory and disclaim an opinion on the unaudited financial state
ments?
Reply—The accountant can issue a special report on the
client’s inventory, disclaim an opinion on the unaudited financial
statements, but he should evaluate carefully whether an opinion
on the inventory can be expressed without examining the finan
cial statements.

In accordance with section 516.09 of Statement on Auditing
Standards No. 1, any auditing procedures that have been per
formed in connection with the special report should not be
described in the auditor’s report on the unaudited financial
statements, since to do so might cause the reader to believe that
the data was audited.
See also Statement on Auditing Standards No. 14, paragraphs
9-17. [Amended]

The next page is 10,851.
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Section 9520
Reliance on
Others
.01

Definition of “Principal Auditor”

Inquiry—In the situation where one auditor relies on the work
of another auditor, the term “principal auditor” is used. How is
the term "principal auditor’’ defined ?
Reply—The “principal auditor” is the auditor expressing an
opinion on the financial statements of the parent company or on
the consolidated financial statements of several companies, while
the ‘‘other independent auditor’’ expresses an opinion on the fi
nancial statements of a subsidiary, division, or branch whose
statements are being incorporated therein. The term “primary
auditor” is also used in this connection as the equivalent of
“principal auditor.”
.02

Responsibility for Audit of Dividend Fund Managed by Agent

Inquiry—A mutual fund employs a management company to
act as its dividend disbursing agent and transfer agent. Divi
dend checks to the individual shareholders of the mutual fund
are drawn from a “dividend disbursing agency fund.” This
account, however, does not appear as an asset or liability on the
books of either the mutual fund or the management company.
Is it the responsibility of the mutual fund’s auditors or the
management company’s auditors to audit the dividend disburs
ing agency fund?
Reply—Since it is one of the primary responsibilities of the
management company for the mutual fund, to draw and pay in
dividual dividend checks to the fund’s shareholders, it would be
appropriate for, if not incumbent upon, the management com
pany’s auditors, in connection with their audit, to see that this
function is being properly discharged, even though the account
from which these checks are disbursed does not appear as an
asset or liability on the books of either the fund or the manage
ment company.
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.03

Reliance on Internal Auditors

Inquiry—An independent auditor examines the financial state
ments of a company which is one of five owned by a holding
company. The largest company in the group has an internal
audit staff which performs the internal audit function for all
companies in the group. Although the internal audit depart
ment is separate from the accounting department and reports
directly to the board of directors, it communicates with the
accounting department regarding coordination of efforts. Con
sequently, the accounting department usually knows in advance
the type and extent of procedures the internal audit staff will
perform. How much reliance can the independent auditor place
on the work of the Internal audit staff? For example, could
confirmation requests be prepared and mailed under the inde
pendent auditor’s control but be returned directly to the internal
audit staff for follow up of exceptions and summarization of
the test results? As another example, in this type situation,
can an independent auditor use the internal audit staff for
direct assistance in making his examination?
Reply—The independent auditor should review the compe
tence and objectivity of internal auditors either while making
a study and evaluation of internal accounting control or when
using them to provide direct assistance. Paragraph 7 of State
ment on Auditing Standards No. 9 states:
When considering the objectivity of internal auditors, the inde
pendent auditor should consider the organizational level to
which internal auditors report, the results of their work and
the organizational level to which they report administratively.

Assuming that the independent auditor believes the internal
audit staff to be reasonably competent, the organizational and
administrative position of the internal audit staff as described
in the inquiry seems sufficient to assure the objectivity of
internal auditors.

Even though the independent auditor may decide to rely on
the work of the internal auditors, confirmation requests should
be returned to the independent auditor. Paragraph 11 of SAS
No. 9 indicates that the independent auditor must retain re
sponsibility for judgments on audit matters such as the effec
tiveness of internal accounting control, the sufficiency of tests
performed, the materiality of transactions, and other matters
§ 9520.03
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affecting his report on the financial statements. Maintaining
control over confirmation responses is an audit procedure that
should be retained by the independent auditor because judg
ment on the significance of responses to confirmation requests
must be made by the independent auditor. Consequently, the
benefits of having the responses returned to the independent
auditor far outweigh any additional costs that may be required.
It would be acceptable, however, for the independent auditor’s
staff to list the confirmation responses and to delegate to the
internal audit staff certain follow up inquiry procedures on
exceptions that the independent auditor considers appropriate
in view of the circumstances and the nature of the exceptions.
The independent auditor may use internal auditors to pro
vide direct assistance in performing his examination as long
as the internal audit staff is sufficiently objective.

The next page is 10,951.

AICPA Technical Practice Aids

§ 9520.03

10,951

Section 9538
Limited Scope
Engagements
.01

Auditor’s Report if Inventories Not Observed—I

Inquiry—Clients sometimes impose restrictions on their audi
tors with regard to the observation and testing of inventory be
cause of the costs involved, yet they still want an opinion from
the auditor. What type of opinion can be issued in such circum
stances when the inventory is 10 percent or more of total assets?
Reply—Paragraphs 10—13 and 46—47 of Statement on Audit
ing Standards No. 2 indicate that if either confirmation of receiv
ables or observation of inventories is omitted because of a restric
tion imposed by the client, and such inventories or receivables
are material, the auditor should indicate clearly in the scope
paragraph (or in a separate paragraph) the limitations on his
work and, generally, should disclaim an opinion on the financial
statements taken as a whole.
The word ‘‘generally” may be interpreted to exclude those sit
uations in which inventories or receivables are material, but are
not sufficiently material to require a disclaimer of opinion. Para
graph 11 of SAS No. 2 would appear to govern in such situations.
The materiality of inventory would depend on other factors than
just the ratio of inventory to total assets, involving among others
the ratio of inventory not examined to stockholders ’ equity for a
statement of financial position and the ratio of inventory to in
come before taxes for a statement of operations. Unless circum
stances are unusual, it is doubtful that inventories could be con
sidered not material if they amount to as much as 10 percent of
total assets.
It is conceivable that there might be circumstances where, al
though the scope of the audit omitted observation of inventories
which were in excess of 10 percent of total assets, a qualified
opinion on the financial statements might be appropriate.
.02

Auditor’s Report if Inventories Not Observed—II

Inquiry—An auditor has been engaged by a corporation on a
limited scope basis. The engagement does not include any inde
pendent verification of the inventory. The auditor will not be
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present at any physical inventory taking and the pricing and
clerical accuracy of the inventory will not be tested. The in
ventory is material in relation to the other accounts on the client’s
financial statements.
What type of opinion can the auditor give under these circum
stances?
Reply—The disclaimer of opinion in paragraph 47 of State
ment on Auditing Standards No. 2 is appropriate when the scope
limitation precludes inventory observation and any other audit
tests of the inventories.
The example shown in paragraph 47 is as follows:
(Scope paragraph)
. . . Except as set forth in the following paragraph, our examina
tion was made in accordance with generally accepted auditing stan
dards and accordingly included such tests of the accounting records
and such other auditing procedures as we considered necessary in the
circumstances.

(Separate paragraph)
The Company did not take a physical inventory of merchandise,
stated at $in the accompanying financial statements as of
December 31, 19XX, and at $_______ as of December 31, 19XX.
Further, evidence supporting the cost of property and equipment
acquired prior to December 31, 19XX is no longer available. The
Company’s records do not permit the application of adequate alterna
tive procedures regarding the inventories or the cost of property and
equipment.
(Disclaimer paragraph)
Since the Company did not take physical inventories and we were
unable to apply adequate alternative procedures regarding inven
tories and the cost of property and equipment, as noted in the preced
ing paragraph, the scope of our work was not sufficient to enable us
to express, and we do not express, an opinion on the financial state
ments referred to above.
.03

Auditor’s Report when Receivables Not Confirmed and Inven
tories Not Observed

Inquiry—In some engagements with longtime clients, a CPA
has completed all the appropriate auditing procedures except for
the observation of inventories and the confirmation of receiv
ables. The CPA feels these steps are unnecessary because of his
knowledge of the clients and because of their continuing relation
ship.
Because inventories are not observed and receivables are not
§ 9530.03
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confirmed, is it necessary for the auditor to disclaim an opinion on
the financial statements and mark each page as “unaudited”?
Reply—Statement on Auditing Standards No. 1, section 516.02
states:
Financial statements are unaudited if the certified public accoun
tant (a) has not applied any auditing procedures to them or (b) has
not applied auditing procedures which are sufficient to permit him
to express an opinion concerning them. . . . The certified public
accountant has no responsibility to apply any auditing procedures to
unaudited financial statements.

On the other hand, SAS No. 2, paragraph 45 states:
The disclaimer of opinion is appropriate when the auditor has not
performed an examination sufficient in scope to enable him to form an
opinion on the financial statements. . . .

If the only auditing procedures omitted are observation of
physical inventory and correspondence with trade debtors, the
financial statements are not “unaudited” and it would be inap
propriate to so state.
.04

Failure to Obtain Letter of Representation from Client

Inquiry—An auditor has been unable to obtain a written rep
resentation letter from a client. How might this affect an other
wise unqualified opinion on the financial statements?
Reply—The practice of requesting a representation letter from
the client is a desirable but not mandatory audit procedure. Re
fusal by a client to supply the representation does, of course,
raise a certain amount of suspicion as to why the company is
unwilling to cooperate in this regard, but where the auditor sat
isfies himself in all other audit respects that the financial state
ments are fairly presented, and if the independent auditor would
have given an unqualified opinion if the client had complied, then
there is no reason not to give an unqualified opinion anyway.
.05

Wording of Auditor’s Disclaimer Specifying Scope Limitations

Inquiry—Does the following opinion properly detail the limited
extent of examination and disclaimer of opinion?
In accordance with your instructions, we have examined the books
and records of (name of client) as at (date of statement) and for the
year then ended. As a result of our examination, the following state
ments are submitted herewith:

Exhibit “A”—Balance Sheet
As at (Date)
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Exhibit “B”— (Name)

The primary purpose of our engagement was to assemble the neces
sary information to prepare the tax returns. Although certain auditing
procedures were employed, the scope of our examination was limited.
Therefore, we cannot and do not express an opinion on the overall
representations in the attached statements.

Reply—“In accordance with your instructions” infers that
the scope limitations are client imposed. Use of the phrases “we
have examined” and “as a result of our examination” indicates
that the statements submitted were audited. The exhibits listed
don’t clearly show whether all the basic financial statements are
presented.
Statement on Auditing Standards No. 2, paragraph 46 indi
cates that with respect to significant scope limitations, the pro
cedures omitted should be recited. The sentence, “Although
certain auditing procedures were employed, the scope of our ex
amination was limited,” attempts to do this but it is not specific
enough. Rather than the phrase “on the overall representations
in the attached statements,” the terminology used in SAS No. 2,
paragraph 47 “on the financial statements” should be used.
If the financial statements submitted are, in fact, simply a
by-product of an engagement to prepare tax returns, they should
be reported upon as indicated in SAS No. 1, section 516. Adding
the sentence, “The primary purpose of our engagement was to
prepare the tax returns,” to the disclaimer shown in SAS No. 1,
section 516.04 would be acceptable. If, however, the statements
are audited, the auditor should treat this as a limited scope en
gagement and report in accordance with SAS No. 2, paragraphs
40 and 45-47.
.06

Distinctions Between Scope Limitations

Inquiry—Paragraph 12 of Statement on Auditing Standards
No. 2 states in part: “When restrictions that significantly limit
the scope of the audit are imposed by the client, the auditor gen
erally should disclaim an opinion on the financial statements.”
Footnote 4 to paragraph 12 states: “Circumstances such as
the timing of his work may make it impracticable or impossible
for the auditor to accomplish these procedures. In such case,
if he is able to satisfy himself as to inventories or accounts re
ceivable by applying alternative procedures, there is no signifi
cant limitation on the scope of his work, and his report need not
§ 9530.06

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

Limited Scope Engagements

10,955

include reference to the omission of the procedures or to the use
of alternative procedures.”
Based on the above excerpts, what is an appropriate auditor’s
report in each of the following situations:
Auditor is not permitted to confirm receivables but is
able to satisfy himself by other means?
Auditor is not permitted to observe inventories but is
able to satisfy himself by other means !
Is there a distinction between a client-imposed limitation re
garding receivables or inventories and other client-imposed
scope limitations!
Reply—If a client refuses to permit confirmation of receiv
ables but the auditor is able to satisfy himself by other means,
the auditor may express an unqualified opinion.
If a client refuses to permit observation of inventories but
the auditor is able to satisfy himself (except as to physical
quantities) by other means, the auditor cannot express an un
qualified opinion. The client-imposed restriction does not en
able the auditor to “make, or observe, some physical counts of
the inventory and apply appropriate tests of intervening trans
actions” in accordance with section 331.12 of SAS No. 1. Foot
note 4 contemplates circumstances that are not related to any
client-imposed restrictions, and are not within the control of
either the client or the auditor.
Paragraph 11 of SAS No. 2 states: “The auditor’s decision to
qualify his opinion or disclaim an opinion because of a scope
limitation depends on his assessment of the importance of the
omitted procedure(s) to his ability to form an opinion on the
financial statements examined. This assessment will be affected
by the nature and magnitude of the potential effects of the mat
ters in question and by their significance to the financial state
ments. If the potential effects relate to many financial statement
items, this significance is likely to be greater than if only a
limited number of items is involved.” Client-imposed limita
tions on confirmation of receivables and observation of inven
tories, and scope limitations in other areas should be evaluated
on the basis of paragraph 11. Since section 331 of SAS No. 1
is still in effect, the evidential matter requirements for receiv
ables and inventories would generally cause auditors to treat
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scope limitations on these items differently from other scope
limitations. The final determination of how to report clientimposed scope limitations can only be made by the independent
auditor involved after considering all the surrounding circum
stances.

.07

Inadequate Internal Controls and Financial Records

Inquiry—How should the auditor report that he has been un
able, because of inadequate internal controls and financial rec
ords, to satisfy himself that all transactions were recorded?

Reply—Section 546.15 of SAS 1, states, in part:
Inadequate financial records or limitations imposed by the
client may preclude the independent auditor from forming an
opinion as to the consistent application of accounting principles
between the current and the prior year, as well as to the
amounts of assets or liabilities at the beginning of the current
year.

Paragraph 10 of SAS 2 which deals with scope limitations,
states, in part:
Restrictions on the scope of his examination, whether imposed
by the client or by circumstances such as the timing of his
work, the inability to obtain sufficient competent evidential
matter, or an inadequacy in the accounting records, may re
quire him to qualify his opinion or to disclaim an opinion. In
such instances, the reasons for the auditor’s qualification of
opinion or disclaimer of opinion should be described in his
report.

A disclaimer of opinion in this situation would be appropriate
under SAS 2 if the effects of the inadequacy of internal control
and the accounting records are sufficiently pervasive. Other
wise, a qualified opinion may be appropriate.

The next page is 11,101.
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Section 9550

Long-Form
Reports
.01

Separate Long-form and Short-form Reports for the Same
Period

Inquiry—A CPA’s long-form audit report issued on a client’s
balance sheet, income statement, statement of retained earnings,
and statement of changes in financial position was sent to the
stockholders. The client now wishes to present only the balance
sheet along with a short-form auditor’s report in a newspaper
advertisement.
Would it be proper to present the short-form audit report in
stead of the long-form report, and would it be proper to issue
the short-form report on the balance sheet only?

Reply—There is always the danger when both a short-form
and a long-form report are prepared to cover the same financial
statements that some individual might claim that he relied im
properly on the short-form report because the long-form report
included additional material necessary for a fair presentation.
However, if the auditor has carefully considered the danger and
is satisfied that no such claim can properly be made, there is no
objection to the issuance and publication of a short-form report.
Also, there is no objection to issuing a report on a balance sheet
alone as long as the report includes all matters covered in the
long-form report that are necessary for a fair presentation of
financial position.
.02

Listing Audit Procedures Followed in Long-form Report with
Disclaimer Due to Scope Limitation

Inquiry—A CPA firm will issue a long-form report which con
tains a disclaimer of opinion because of a significant scope limi
tation, namely the observation of physical inventory. Would it be
permissible to list certain other auditing procedures performed
such as confirmation of receivables or verification of fixed asset
additions?
Reply—Statement on Auditing Standards No. 1, section 610,
deals with long-form reports. Section 610.06 states in part,
“... the auditor should prepare the long-form report in a manner
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that makes it clear that he is expressing therein the same type
of professional opinion as in a short-form report.”
Since the scope limitation which has led to the disclaimer of
opinion applies equally to short-form and long-form reports, in
accordance with paragraph 46 of Statement on Auditing Stand
ards No. 2, the auditing procedures performed should not be
listed in the long-form report.
.03

Reporting on Supplementary Financial Information

Inquiry—If supplementary financial information (for ex
ample, details of operating expenses, details of other income,
and historical financial highlight summaries) is presented in a
long-form report in addition to the basic financial statements,
does section 610.02 of Statement on Auditing Standards No. 1
require that an auditor express an opinion on the supplementary
financial information?
Reply—Section 610 of SAS No. 1 deals with long-form reports.
Section 610.01 states:
In addition to the basic financial statements, these [long-form]
reports ordinarily include details of the items in these state
ments, statistical data, explanatory comments, other informative
material, some of which may be of a nonaccounting nature, and
sometimes a description of the scope of the auditor’s examination
more detailed than the description in the usual short-form
reports.

In accordance with section 610.02, the responsibility the
auditor is taking, if any, regarding the supplementary financial
information should either be specifically covered in a separate
report in the long-form report, or in a separate paragraph (s)
added to the standard report.

The next page is 11,301.
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Section 9900

Other Reporting
Problems
.01

Unauthorized Removal of Auditors’ Disclaimer

Inquiry—Because of the lack of proper internal and account
ing controls, a CPA firm was unable to express an opinion on a
client’s financial statements and stated this in the accountant’s
report. The company is for sale and the CPA has been told his
report will be removed from copies of the company’s financial
statements used for the purpose of selling the company. The CPA
firm has sent a letter to the company that this is not acceptable.
What other steps should be taken?
Reply—Statement on Auditing Standards No. 1, section 561,
although not directly applicable to this situation, in some respects
parallels it.
Unless the CPA’s attorney recommends otherwise, the CPA
might notify each bank operating in the area and any others
known by the auditor to be relying on the incomplete financial
statements that any financial statements on his stationery should
be considered only in light of the opinion or disclaimer of opinion
accompanying such statements and that, if there is not such an
accompanying opinion, the CPA would wish to be notified.
.02

Furnishing Unbound Reports to Clients

Inquiry—A CPA gets numerous requests from clients for a
set of unbound financial statements along with the usual bound
sets. The unbound copy is usually reproduced on their copying
machines for periodic distribution to suppliers and others.
Should the CPA continue to provide these unbound statements?
Reply—This practice is dangerous since the CPA is assisting
in the reproduction of his report without control over such re
produced copies. It would be preferable if he agreed to provide
any additional copies of the report which may be required, thus
controlling the assembly of the reproduced reports.
.03

Dates on Cover for Financial Statements

Inquiry—As specified in Paragraph 13 of Statement on Audit
ing Standards No. 15, an auditor’s report discloses that prior
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year financial statements presented for comparative purposes are
unaudited. Is it appropriate to include the dates of both the
current year and prior year financial statements on the cover of
the financial statements?

Reply—Both years may be included on the cover if the finan
cial statements for the prior year are referred to as unaudited.
[Amended]

.04

Use of “Accountants’ Report” for a Disclaimer of Opinion

Inquiry—Can “Accountants’ Report” be used as the title for
a disclaimer of opinion?

Reply—The title, “Accountants’ Report”, can be used as the
title for a disclaimer of opinion because a disclaimer of opinion
is a type of report.
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Accounting Principles Board Opinions

No.
Par.
2
(Addendum)
2
2
3
4
5
6
12
.17
17
8
26
27
27
28
29
30
30
31
32
9
18
18
23
23
23
24
26
26
26
10
7
11

13
13
41
49
57
57
61
63

Sec.
5240.05
6200.01
6200.03
6200.03.
6200.03
6200.03
6610.08
4120.02
2250.04
4220.01
5230.04
5230.03
5230.04
5230.04
5230.04
5230.03
5230.04
5230.04
5230.04
6410.04
7300.12
5230.02
5300.01
7300.12
5300.01,
5230.02
6410.04
7300.12
6600.05
2240.01
2130.04
5250.01
5400.03
6100.03
6100.04
7200.03
5250.10
5250.06
2130.02
5250.02
5250.05
9310.02
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No.
Par.
Appendix A (D)
12
5
6
7
8
14
16
18

15

Sec.
5210.02
5210.02
9410.03
5230.06
5230.06
5230.06
4130.02
4130.01

6
22
23
36
36
36
37
38
38
38
40
48
50
51
52
53
57
58
62
64
65
70

5500.02
5500.14
5500.14
5500.09
5500.11
5500.12
5500.09
5500.09
5500.14
5500.16
5500.14
5500.15
5500.07
5500.09
5500.09
5500.09
5500.12
5500.09
5500.05
5500.05
5500.10
4210.02

5
5
5
5
5
5
5
43
43
46
46

5250.06
7610.05
7610.18
7620.04
7620.05
7620.06
7620.07
7620.08
7620.12
7610.18
7620.06
7600.01
7620.09

16

TIS Appendixes
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Accounting Principles Board Opinions— (Cont’d)

No.
16

Par.
46
47
47
47
47
47
47
47
47
47
47
48
53
58
66
66
66
67
68
76
78
80
80
87
87
87
87
87
88
88
88
88
88
88
88
88
88
88
89
89
89
89
89

TIS Appendixes

Sec.
7620.10
7600.02
7600.04
7620.05
7620.10
7620.11
7620.13
7620.14
7620.16
7620.17
7630.01
7620.15
7630.02
7600.05
7610.04
7610.06
7610.09
7610.15
7610.15
7600.05
7610.17
2250.02
7610.17
7610.04
7610.06
7610.07
7610.09
7610.13
2220.08
7600.01
7610.04
7610.06
7610.07
7610.08
7610.09
7610.10
7610.12
7610.15
7610.04
7610.06
7610.07
7610.09
7610.12

No.
16

Par.
90
90
91
91
91
91
91
91
92
93
93
94
99

17

18

22
24
24
24
24
25
25
26
27
27
28
28
29
29
29
30
30
31
31
31
32
2
2
2
2
3

Sec.
7610.04
7610.09
7610.05
7610.07
7610.08
7610.09
7610.17
7610.18
7610.09
7610.01
7610.02
7610.02
7620.01
6200.03
7610.04
7610.05
7610.18
2210.13
2250.01
4110.02
4110.04
7610.04
2250.04
4110.02
4110.02
2250.03
7610.06
2250.01
7610.06
2250.01
2250.03
7610.06
2250.02
7610.06
2250.02
3200.06
7610.06
2250.03
1600.02
2220.07
6910.04
7300.05
1600.03
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No.
18

Par.
3
4
14
14
14
14
14
17
17
17
19
19
19
19
19
19

19
7
7
7
8
10
10
12
12
14
15

20

6
7
10
10
11
11
13
13

Sec.
2220.03
1400.01
1400.01
1400.05
1400.14
7610.06
9410.05
2220.01
7300.05
7620.03
1400.09
2220.05
2220.08
2220.10
2220.11
7920.01
1300.01
6610.02
1300.03
1300.05
1300.07
1300.02
1300.06
1300.08
1300.02
1300.04
1300.09
1300.02
2240.04
3200.06
6130.07
6500.02
7600.05
9210.03
9210.04
9210.08
9210.05
6400.09
9210.08
6400.09
9210.08
7300.12
9210.05
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No.
20

21

Par.
16
17
17
18
19
19
20
20
20
21
21
22
24
29
31
31
31
32
32
33
33
36
36
37

3
3
16
16
16
16
16

22
23

8
10
2
9
12
12
23
23

Sec.
2140.10
2140.10
9210.05
9210.01
5210.01
9210.05
1300.08
5210.01
9210.05
5210.01
9210.05
5210.01
5210.01
9210.02
2250.02
6400.09
9210.08
6400.09
9210.08
6400.09
9210.08
7300.12
7610.05
7300.12
3200.06
6960.05
5220.04
6130.01
3200.01
3200.02
3200.03
3200.04
6130.01
9420.04
6935.01
9420.04
5250.10
7920.02
7920.01
7920.02
6100.03
9210.06
TIS Appendixes
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Accounting Principles Board Opinions— (Cont’d)

No.
24
25

26
29

Par.

10
10
13
20
3
18
18
21

30
8
10
11
12
13
13
14

Sec.
1600.03
4140.01
4140.02
4140.01
4140.04
3200.06
7300.07
2210.11
5100.26
6600.07
5250.05
1200.02
5400.03
5400.03
5400.03
1200.02
5400.01
7920.01

No.
30

Par.
19
19
20
20
20
20
20
21
21
22
22
23
23
23
26
26
26
26
26

Sec.
5400.02
6400.09
4110.04
5400.01
5400.02
6100.06
6400.09
5400.02
6400.09
5400.02
6400.09
2250.05
5400.03
6400.09
2250.05
4110.04
5400.01
5400.02
6100.06
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Accounting Principles Board Statements

No.
4

Par.
148
148
148
149
149
150
1,50
150
150
150
150
151
151
151

Sec.
5100.12
5100.14
5100.16
5100.12
5100.14
5100.12
5100.14
5100.23
5100.25
5100.27
6600.01
5100.09
5100.12
5100.14

No.
4

Par.
151
151
151
152
152
152
152
153
153
153
153
153
159
194
198

Sec.
5100.23
5100.27
6600.01
5100.12
5100.14
5100.23
5100.27
3600.01
5100.12
5100.14
5100.23
5100.27
2210.15
6700.01
1100.04
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Index of References

Accounting Interpretations of APB Opinions

Opinion Interp.
No.
No.
13
8
11
11
16
12
1
15 Introduction
10
21
25
64
80
91
4
16
14
20
20
20
21

Sec.
5230.03
5250.03
5250.06
2240.05
5500.09
5500.16
5500.07
5500.08
5500.03
5500.03
5500.05
7600.04
7620.13
7610.01
7620.11
7620.16
7620.15

Opinion Interp.
No.
No.
16
26
30
33
33
39
39
39
39
39
39
1
18
1
2
2
2
1
30

Sec.
7610.18
7620.13
6410.03
7600.05
7620.03
7620.04
7620.05
7620.06
7620.07
7620.12
2220.08
2220.10
1400.03
2220.05
2220.11
1200.02

The next page is 15,051.
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Accounting Research Studies

No.
7
8

11

Page
257
134
135
45
58
155

Sec.
1100.06

5230.04
5230.04
6500.04
6500.04
6500.04

No.
11

Page
156
178

15

43-44
67-68

Sec.
6500.04
6500.01
4220.02
6100.07
4230.01

The next page is 15,061.

AICPA Technical Practice Aids
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Index of References

Industry Accounting Guides

Name of Guide
Accounting for Franchise
Fee Revenue

Sec.
6940.01

Sec.

Name of Guide
Accounting for Retail Land
Sales

Accounting for Profit Recogni
tion on Sales of Real Estate 3200.07

5100.12
6600.02
6600.03
6600.04
6600.05
6600.06
6610.01
6610.14

6610.01
6610.02
6610.03
6610.04
6610.05
6610.06
6610.08
6610.09
6610.10
6610.11
6610.12
6610.13
6610.14

The next page is 15,065.
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Index of References
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Statements of Position
No.

Title

Sec.

74-6

Recognition of Profit on Sales of
Receivables with Recourse

2130.04

The next page is 15071.
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Statements on Auditing Standards

No.
1

Sec.
110
300
320

Par.
.02
.55
.61
.62
.69

330

331

.09
.10
.11
.12
.13
.14
.15
.01
.02
.03
.03
.04
.04
.05
.05
.06
.06
.07
.07
.08
.08
.09
.09
.09
.09
.10
.10
.10
.11
.11
.11
.12
.12
.12
.12
.13
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Sec.
9410.06
8200.01
8200.01
8210.01
8210.01
8200.01
8200.01
8310.02
8310.02
8310.02
8310.02
8310.02
8310.02
8310.02
8320.02
8320.02
8320.02
8340.01
8320.02
8340.01
8320.02
8340.01
8320.02
8340.01
8320.02
8340.01
8320.02
8340.01
2140.02
8320.01
8320.02
8320.05
2140.02
8320.01
8320.05
2140.02
8320.01
8320.05
2140.02
8320.01
8320.05
9530.06
2140.02

No.
1

Sec.
331

332
420
516

Par.
.13
.14
.15
.05

Sec.
8320.05
8320.05
8320.05
2220.11
9210.04
.06
5210.01
9420.22
9420.24
9420.25
.01
9420.10
.02
9530.03
9420.05
.03
.03
9420.08
.03
9420.12
9420.15
.03
.04
9410.10
9420.01
.04
.04
9420.08
9420.09
.04
.04
9420.10
.04
9420.15
9420.16
.04
.04
9420.18
9420.19
.04
9430.04
.04
.04
9430.05
9420.06
.05
9420.07
.05
9420.09
.05
9420.11
.05
9420.02
.06
9420.04
.06
9420.06
.06
9420.07
.06
9420.25
.06
.07
9390.04
9420.07
.07
9420.02
.08
9420.16
.09
9510.04
.09
9110.02
.10
9110.02
.13
TIS Appendixes

15,072

TIS Appendixes

Statements on Auditing Standards—(Cont’d)

No.
1

Sec.
516
517
530
543
546
560

561
610
901

Par.
.13
.03
.01
.15
.03
.03
.03
.04
.05
.07
.12

.01
.02
.06
.28
.29
.30
.31
.32

2

5
5
5
5
7
10
10
10
11
11
11
12
12
12
12
12
13
13
13
13
13
13
21
TIS Appendixes

Sec.
9420.22
9420.18
9430.03
9510.03
9530.07
3100.04
9330.01
9330.03
9330.03
9330.01
9330.02
9430.03
9900.01
9550.03
9550.03
9550.02
8320.06
8320.06
8320.06
8320.06
8320.06
2210.09
1100.01
9410.03
9410.04
9420.01
9410.09
8320.02
9530.01
9530.07
8320.02
9530.01
9530.06
8320.02
8340.02
9340.02
9530.01
9530.06
1100.01
8320.02
9410.03
9410.04
9420.01
9530.01
9320.05

No.
2

Sec.

Par.
22
23
23
24
24
24
25
25
25
26
35
40
45
45
45
46
46
46
47
47
47
48
49
49
49

6

9

14

1
3
16
17
18
7
11

8
9
10
11
12
13
14
15
16
17

Sec.
9320.05
6400.08
9320.05
6400.08
9320.03
9320.05
6400.08
9320.03
9320.05
9320.05
9320.05
9530.05
9310.01
9530.03
9530.05
9530.01
9530.05
9550.02
9530.01
9530.02
9530.05
9410.04
9410.11
9420.20
9900.03
7400.04
7400.05
9420.25
7400.04
9420.25
9420.25
9420.25
9520.03
9520.03
6120.01
6950.03
9510.04
9510.04
9510.04
9510.04
9510.04
9510.04
9510.04
9510.04
9510.04
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Statements on Auditing Standards-—(Cont’d)
No.

14

Sec.

Sec.
No.
9110.02 15
9110.01
9110.02

Par.
20
21
21

Sec.

Par.
2
13

Sec.
9430.01
9900.03

The next page is 15,081,

AICPA Technical Practice Aida
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15,081
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Auditing Interpretations of Statements on Auditing Standards

Statement No.
1

Sec.
516

Interp. No.
1

Sec.
9420.06

The next page is 15,091.

AICPA Technical Practice Aids

TIS Appendixes

15,091

Index of References

Industry Audit Guides

Name of Guide
Audits of Banks

Sec.
6100.02
6100.03
6100.04
6100.07

Audits of Brokers and Dealers in
1100.02
Securities

8340.05

Sec.

Name of Guide

Audits of Investment Companies

6910.01
6910.02
6910.03
Audits of Personal Financial
Statements

Audits of Colleges and Universities

6960.01
6960.02
6960.03
6960.04
6960.05
6960.06
6960.07
6960.08
6960.09
7300.04
7300.10
7300.13
Audits of Construction Contractors
1100.04

2220.05
6700.01
6700.02
6700.03
6700.04
6700.09
Audits of Employee Health and Welfare Benefit Funds

6930.02
6930.03
6930.04
6935.02
Audits of Finance Companies

6130.02
6130.03
6130.04
6130.05
6130.06
6130.07
8340.01
AICPA Technical Practice Aids

Audits of Savings and Loan
Associations

1600.01
1600.02
1600.04
7100.01
7100.02

6110.01

Audits of State and Local Governmental Units
6950.03

6950.05
6950.07
6950.08
Audits of Voluntary Health and Welfare Organizations

6920.02
6920.03
6920.04
6920.06
6920.07
6920.08
7300.04
7300.09
7300.12
Guide for Engagements of CPAs
To Prepare Unaudited Financial Statements
9420.06

9420.07
9420.14
9420.17
9420.21
9420.22
9420.23
9420.24
TIS Appendixes

15,092

TIS Appendixes

Industry Audit Guides—(Cont’d)

Name of Guide
Hospital Audit Guide

Sec.
2210.16
6400.01
6400.02
6400.03
6400.06

Name of Guide
Hospital Audit Guide

Medicare Audit Guide

Sec.
6400.09
6400.10
6400.11
6410.04
6400.04

The next page is 15,101.
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SECURITIES AND EXCHANGE COMMISSION
Securities and Exchange Act Releases

No.
9000

Sec.
1100.01

Accounting Series Releases

Sec.
4220.01
4220.03
2130.02
2220.09

No.
25
25
102
113

No.
118
146
146-A

Sec.
6910.03
7620.11
7620.11

The next page is 15,111.
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FINANCIAL ACCOUNTING STANDARDS BOARD
FASB Statements
No.

2
2
2
4
7
12

Par.

...
14
•••
12

Sec.

5240.03
5240.04
5240.05
3200.06
5240.03
2120.03

The next page is 15,121.

AICPA Technical Practice Aids

TIS Appendixes

15,121

Index of References

FINANCIAL ACCOUNTING STANDARDS BOARD
FASB Interpretations

No.
1

AICPA Technical Practice Aids

Par.
5

Sec.
2140.10

TIS Appendixes
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TIS

TOPICAL INDEX
TECHNICAL INFORMATION SERVICE
INQUIRIES AND REPLIES

TABLE OF CONTENTS

Page
Topical Index

15,401

> The next page is 15,401.
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Contents

15,401

TIS TOPICAL INDEX
TECHNICAL INFORMATION SERVICE
INQUIRIES AND REPLIES

References are to section numbers.

ABSORPTION COSTING—See also
Overhead
Construction Contracts.............................6700 04

ACCOUNTING CHANGES
Accounting Principles ...
. 9210 02,9210 05
Allowance for Uncollectible
Accounts
...............................................
9210 08
Depreciable Life
....
2250 02,9210 03
Depreciation Method ................ 1300 08, 5210 01,
6410 04, 6920 08
Discounts on Long-term Loans..............6130 07
7600 05,7610 05, 9210 05
Estimates
. . 2250 02, 3200 06, 6400 09, 6500 02;
9210 03
Fiscal Year Change ...
. . 9210 04
Going Public................
......................9210 02
Goodwill Write-off
................................ 2250 05
Income Statement Presentation .... 6500 02,
9210 01
Insurance Reimbursements................ 6400 09
Inventory Pricing
... .
7300 12
Justification for Change .
. 2140 10
Merger Costs Capitalized ........................ 7600 05
New Car Inventories..............
2140 10
Overhead Application Method
9210 05
Premiums on Life Insurance.............. 2240 04
Prior Period Adjustments . . . 5230 02, 5300 01,
9210 06
Reclassification of Assets ....
. 2210 12
Refinanced Debt . .
.............................. 3200 06
Restated Financial Statements
921001 —
02
Statement of Changes in Financial
Position ..........
1300 08
Tax Election
....
9210 06
Unaudited Interim Financial
Statements
9420 04
Unrecorded Amortization ....
7610 05

ACCOUNTING GUIDES----- See TIS
Appendixes

ACCOUNTING INTERPRETATIONS OF
APB OPINIONS- See TIS Appendixes
ACCOUNTING POLICIES DISCLOSURE
Profit Sharing Plan Statements .... 6935 01
Receivables Sold to Bank
................ 2130 04
Revenue Recognition...........................
5100 25
Unaudited Interim Financial
Statements
..........................
. 9420 04
Unaudited Statements.................................. 9420 04
ACCOUNTING PRINCIPLES----- See
Generally Accepted Accounting
Principles
ACCOUNTING PRINCIPLES BOARD
OPINIONS- See TIS Appendixes

AICPA Technical Practice Aids

ACCOUNTING PRINCIPLES BOARD
STATEMENTS----- See TIS Appendixes

ACCOUNTING RECORDS
. Inadequate
. Perpetual Inventories
. Stock Issuance Costs
. Tick Marks in Client Records

6950 09, 9530 07
8320 05
411001
8900 01

ACCOUNTING RESEARCH BULLETINS----See TIS Appendixes
ACCOUNTING RESEARCH STUDIES------- See
TIS Appendixes

ACCOUNTS PAYABLE—See Current
Liabilities

ACCOUNTS RECEIVABLE—See
Receivables
ACCRUAL BASIS
Colleges and Universities Summer
Sessions
...
6960 09
Deferred Compensation Contract
. 5230 06
. Library Book Expenditures ....
6960 06
Personal Financial Statements .
1600 01
Real Estate Sales . .
6600 05, 6610 03— 04
Revenue of Municipality
. . 6950 08
ACTUARIAL GAINS AND LOSSES
Changes in Actuarial Assumptions
Retirement Home Annuity Funds
Unit Credit Method
................

ADMITTANCE FEES
Retirement Home

6960 07
7300 10
5230 03
5100 21

ADVERSE OPINIONS
. Change in Estimate
9210 03
Departure from Generally Accepted
Accounting Principles
2210 09,6610 09
Inadequate Property Records
. 6950 09
Incomplete Financial Statements .
7300 11
Unaudited Statements
. 9420 03
Unrecorded Tax Liability
9310 01

ADVERTISING EXPENSE----- See Selling
Expenses

AFFILIATES----- See also Related Parties
Abandoned Merger
. 7620 09
Acquisition of Division
.7620 08
. Business Combinations—See Business
Combinations
Combined and Separate Financial
Statements
....................
1400 06
Conduit for Contributions
6920 06
. Consolidated Financial Statements—
See Consolidated Financial
Statements
. Control of Board of Directors
1400 07

AFF

15,402

TIS Topical Index
References are to section numbers

AFFILIATES—continued
Control of Subsidiary Temporarily
Lost
.................................
1400 15
Cost Allocation—See Cost Allocation
Debt Contingently Assumed by
Stockholder
3200 08
Differing Fiscal Years .
9430 02
Divestiture—See Divestiture of
Subsidiaries
Earnings per Share
5500 01 — 02
Equity Method—See Equity Method
Exchange of Intercompany
Investments
5100 26
Intercompany Transactions
Inventory Transfers
140008
Leases.................................................
1400 10
Public Utility Holding Companies
...........................................
1400 11
. Purchase Commissions .
221002
Tax Allocation
5250 08—09,9320 02
Inventory Acquired from
Stockholder ....
. 8320 03
Joint Ventures..............................
2220 11
Limited Partnership .
. .
1400 13,2220 11
Negative Net Worth
7610 05—06
Option to Acquire Control .
. 1400 07
Related Nonprofit Organizations
6400 02
Spin-off of Subsidiaries . . .
7620 10
Subsidiaries, Indirectly Owned .
1400 14,
7620 01, 7620 03
Undistributed Earnings of
Subsidiary ...
................................ 5250 07

AGREEMENTS—See Contracts

AGRICULTURAL COOPERATIVES
Equity Method for Investments
Patronage Dividend Certificates
AIRPLANES
. Chartered while Held for Sale
Rebuilt Parts Inventory

7300 05
4210 03

.

2140 04
2140 05

APPRAISAL VALUE—continued
Write-up in Quasi-Reorganization

4220 01

APPRECIATION
Coins Acquired by Bank

6100 06

APPROPRIATIONS
Equipment Replacement Funding
State Funds for Education

ASSETS
Annuity Asset Adjustments
Classification—See Classification of
Accounts
Current—See Current Assets
Equipment Replacement Funds
Fixed—See Fixed Assets
Intangible—See Intangible Assets
Land—See Land
Law Firm’s Recoverable Costs
Library Book Expenditures
Noncurrent—See Noncurrent Assets
Patents Developed Internally
Research and Development Work
Sale of Property
Valuation—See Valuation
Write-Up in Quasi-reorganization

2210 16
640011

696007

2210 16

2130 05
6960 06

524004
5240 02
130009

4220 01

ATTORNEYS----- See Lawyers
AUDIT GUIDES----- See TIS Appendixes
AUDIT PROGRAMS
Standardized
AUDITING
“Audit” v “Examination”
Brokers/Dealers in Commodities
Equity Method for Investments
Evidential Matter—See Evidential
Matter
First Audits
Internal Control Inadequate
Payroll Audit for Pension Fund
Related Party Transactions
Requirements for Regulation A
Company
Responsibility to Audit Dividend
Fund
Scope Limitations—See Scope
Limitations
Special Audit of Sales
Special Report on Inventories
Standards—See Generally Accepted
Auditing Standards

810001
941010
8340 05
2220 11

941004
931003
6930 04
942025

AMORTIZATION
Change in Estimated Life
2250 02
941001
. Commissions on Insurance
6130 04
. Depletion of Tree Farm
. .
2140 07
952002
Discounts on Loans .
. .
6130 01,6130 07
Error Correction
... .7610 05
Franchises
.
. ..2250 01,2250 03
9510 03
Goodwill
7610 04,7610 18
9510 04
Goodwill, Negative . .
7610 07
Indeterminate Lives ..
2250 03
Land, Future Transfer of Title
. 2210 13
AUDITING INTERPRETATIONS OF
Lease Capitalization . .
1400 10, 7610 16
Mortgage Placement Fee...................................320006
STATEMENTS ON AUDITING
STANDARDS—See TIS Appendixes
Purchase of Extant Insurance
Policy
224005 AUDITORS, INDEPENDENT
Title Plant
630005
Inadequate Property Records
695009
Unrecorded
.761005
Principal Auditors
952001
Reliance on Internal Auditors
952003
ANNUITIES
Withdrawal from Engagement
931003,
. Changes in Actuarial Assumptions
6960 07
9420 24
Deferred Compensation Contract
5230 06
Present Value Calculation
. .
. .3200 07
AUDITORS, INTERNAL
Retirement Home Annuity Funds
. 7300 10
Relation to Independent Auditors
9520 03
APARTMENT HOUSES
AUDITORS’ REPORTS
. Condominium Sales
660002
Adverse Opinions—See Adverse
Construction Costs
670008
Opinions
Depreciation of Furnishings .
. .
521003
“Audit” v “Examination”
9410 10
Valuation of Repossessed Property
Balance Sheet Only
1100 01, 1300 05,
.
.
.
.
611001
9410 03- 04
Comments and Recommendations
APPRAISAL VALUE
Allocation of Land Costs .
6610 09,6610 13
Reports
9110 04,9390 03
Business Combinations
...
761008
Compliance Reports—See Compliance
Establishing Property Records .
. .6950 09
Reports
Compliance with Audit Guides
6900 01
Historically Based ....
. 696002
Intangible Assets
........................................... 2250 04
Consistency in Fund Accounting
6950 03
Land Cost Not Determinable
942023
Consolidated and Separate
Mailing Lists
.221009
Statements
941005
Real Estate Inventory . .
6610 08— 09
Dates on Cover of Statements
990003

AFF
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BANKS—continued
AUDITORS REPORTS—continued
*
2130 04
Dating of Reports...................................6100 01
Receivables Sold to Bank . .
.9510 04
Special Report on Inventory
Disclaimers—See Disclaimers of
6100 07
Opinion
. Stock Dividends
Disclosure—See Disclosure
BARGAIN SALES
Discontinued Operations
. . 9420 26
.4110 04
Capital Stock Issuance
Going Concern Uncertainties . . ..9320 01,
. 5100 06
Free Service Contract
9330 01,9410 02,9420 26
5100 07
One-cent
Sales
.
Inadequate Internal Control
9310 03,
9530 07
BASE STOCK METHOD
Incomplete Financial Statements . . 7300 11
7300 12
Nonprofit Organization
Limited Life Ventures................................... 9410 02
.. 2210 08
. Restaurant Dishes
Long-form—see Long-form Reports
BASIS—See Valuation
Nonindependent Auditors ..
... 9410 06
Omission from Statements................... 9390 04,
BLOCK SAMPLING—See Statistical
9420 24
Sampling
Opinion on Supplementary
BONDS PAYABLE—See Noncurrent
Information
........................... 9550 03
Liabilities
Order of References to Statements . . .
.........................................................
..
9410 09
BOOK VALUE
Partnership, Limited................................... 720005
. Inventory of Land
.............
6610 09
Personal Financial Statements.............. 7100 01
. Sale of Property
1300 09
Piecemeal Opinions
941004 . Stock Dividends, Closely-Held
Prescribed Report Forms . .
. . 9110 01— 02
Companies
....
4150 03
Principal Auditors .............................................9520 01
BROKERAGE FIRMS
Qualified Opinions—See Qualified
. Confirmations of Commodity
Opinions
Positions
................... 8340 05
Reference to Report in Statements .. .
. Unclassified Balance Sheet................... 1100 02
............................................................
9410 06- 07

Reliance on Others—See Reliance on
other Auditors' Reports
Reproduction ..................................... 9410 08, 9900 02
Restatements for Consolidation
9430 02
Scope Limitations—See Scope
Limitations
Special Report on Inventories.................. 9510 04
State Prescribed Auditing
Standards ...................................................... 9110 04
Successor Firm's Signature.............................943001
Titles of Reports.............................................. 9900 04
Unauthorized Removal of Report . . . 9900 01

AUTOMOBILES
Inventory Pricing Change

......................

2140 10

BAD DEBTS—See Uncollectible Accounts
BAILMENTS—See Consignments

BALANCE SHEET
Classification—See Classification of
Accounts
Disclosure of Cash Equivalents........... 2120 03
Disclosure of Receivables Sold ....
213004
Inventories at Appraisal Value . ..
.6610 09
Inventories at Arbitrary Amount........... 7300 12
Land Costs Not Determinable . .
6610 09;
9420 23
. Offsetting Assets and Liabilities........... 1100 04
Report on Balance Sheet Only.............. 1100 01,
1300 05, 9410 03-04, 9420 01
. Unclassified
........................... 1100 02—03,6610 02
BANK ACCOUNTS----- See Cash

BANKRUPTCY
Commitment under Compromise
Agreement
..................................................... 3500 03
Deficit Carried Forward..................................... 422003
Note from Reorganized Debtor ............ 9330 02

BANKS
Allowance for Loan Losses . ... 610002— 04
Custodial Reports on Securities . . . . 8310 01
Date of Directors' Examination ... . 6100 01
Deferred Taxes
. ...
610002— 04
Financial Statements on Loan
Forms
9420 15
Fixed Assets at Nominal Value
6100 05
Gain on Sale of Coins
.............................6100 06
Letters of Payment Guarantees ... . 350002
Loans to Officers and Directors
7400 05
“Pay Any Day” Loans...................
.3200 09

AICPA Technical Practice Aids

BULK PURCHASES
Valuation of Assets
BULK SALES
. Land . . .

7610 09
.

6610 14

BURDEN—See Overhead

BUSINESS COMBINATIONS
. Acquisition Costs
...
6410 03
. Contingent Bailout Provisions
. .
7620 15
. Contingent Consideration
.............7610 17
. Contract to Acquire Corporation . .
7600 03
Date of Acquisition
. 7600 01— 03
. Discount on Exchanged Stock .
7630 02
Divestiture—See Divestiture of
Subsidiaries
. Division Acquisition
7620 08
Downstream Mergers
. 7610 01
Exchange of Assets of No Book
Value .
................................................... 2220 08
. Future Issuance of Stock
.....................7600 04
Goodwill—See Goodwill
. Income during Acquisition Period . . . 7610 02
. Indirectly Owned Subsidiaries .
7620 01
Initiation, Consummation, and
Resolution
. 7600 04
. Leasehold Improvements
7610 15
Leases
1400 10;7610 16
. Legal Costs of Merger................
7600 05
Minority Interest Acquisition
7610 18,
7620 06
Negative Net Worth of Subsidiary
7610 05- 06
Purchase Price Dispute
3400 01, 7610 14
Related Companies
7620 03— 07, 7620 09,
7620 12
. Survivor Company
7610 01
Tax Benefit Acquired
5250 06
Tax Effect of Assigned Values .
. 7610 12
Tax Effect of Subsidiary’s
Undistributed Earnings
5250 07
Temporary Management
Agreements
7610 02
. Treasury Stock................
7620 11,7620 16
. Valuation of Acquisitions
7610 06— 13
BUY-SELL AGREEMENTS
Disclosure
CABLE TV SYSTEMS
Valuation of Subscriptions

2240 02, 9390 01

2250 04

CAB

15,404

TIS Topical Index
References are to section numbers

CAPITAL, CONTRIBUTED—See
Contributed Capital

CAPITAL GAINS AND LOSSES
Involuntary Conversion
5400 03
Unrealized Gains of Pension Fund
5230 04- 05
CAPITAL STOCK
Bargain Sale to Customer
4110 04
. Contingently Convertible Stock
5500 05
. Costs of Issuance .
.4110 01 4110 03—04,
7600 05
Cumulative Preferred Stock
5500 06
Discounts
.
.
4110 02,4110 04- 05,7630 02
Disinvestment through Exchange of
Stock ...
412004
Fair Value................
4110 03- 04,4110 06
Investments, Long-term—See
Investments, Long-term
Investments, Temporary—See
Investments, Temporary
Issuance as Employment
Inducement..................
. 4110 05
Issuance for No Consideration
4110 02
Liability to Redeem Stock
4140 03
Liquidating Dividends Written off
. 4210 01
Noncumulative Preferred Stock
. . 5500 07
Options—See Stock Options and Stock
Purchase Plans
Purchase Plans—See Stock Options
and Stock Purchase Plans
Reinstatement of Redeemed Stock
.........................................................................
4120 01
. Restricted Stock
................
.4110 05
Stock Dividends—See Stock Dividends
and Stock Splits
Stock Splits—See Stock Dividends and
Stock Splits
Transfer from Retained Earnings
. 4230 01
Treasury Stock—See Treasury Stock
Two Class Common Stock . . .
5500 04— 05
Warrants—See Warrants

CASH BASIS—continued
Deferred Taxes
Personal Financial Statements
Unaudited Statements

CASH ON DELIVERY SALES
Bankruptcy Compromise
Commitment

CASH
. Balance Sheet Presentation
. . 2120 03
. Brokers/Dealers in Commodities . . 8340 05
Cash Flow Statements.............................. 1300 02
Coins Acquired by Bank
...................... 6100 06
Control of Deposits...................................... 211001
. Control of Receipts of Vending
Machines.............................................
8200 02
Equivalents...........................
. . 2120 03, 6600 06
. Salesmen’s Drafts Outstanding
.. .211003
. Savings Account of Debtor
..2110 04
. Transfers Between Funds ..
. .6950 07
Undelivered Checks
................................... 2110 02

CASH BASIS
. Consistency.............................
. . 6950 03
Credit Unions' Financial
Statements.................................................. 6120 01

CAP

3500 03

CASH SURRENDER VALUE
Classification
Excess Purchase Price
Policy on Debtor
Reserve for Future Loss
Stock Repurchase Plan

2240
2240
2240
2240
2240

CATTLE
Valuation of Herd

2210 06

CEMETERIES
Perpetual Care Trust
Sales of Lots

7500 01
6610 12

01
05
04
03
02

CHANGES, ACCOUNTING—See
Accounting Changes
CHARITABLE CONTRIBUTIONS----- See
Contributions
CHARITABLE ORGANIZATIONS----- See
Not-for-ProfIt Organizations

CLASSIFICATION OF ACCOUNTS
Add-on Interest
320004
Cash Surrender Value
224001
Cattle Herd
221006
Charter Airplanes Held for Sale
2140 04
Completed Contract Method
670009
Current Assets to Pay
Commitment
212001
. Deferred Tax Liability
2130 02,5250 01—02
Goods Held for Delivery
110005
Housing Held Pending Financing
7300 02
Idle Property
110006
Indefinitely Deferred Payables
3200 05
Installment Receivables
213002
. Loan against Insurance
224001
Percentage of Completion Method
1100 04
Property Held for Sale and
2210 12
Leaseback.
2210 08
Restaurant's Dishes
6130 06
Subordinated Debt
3200 01- 04
Unamortized Debt Discounts
1100 02- 03
Unclassified Balance Sheets
6610 02
3600 01
Unearned Revenue

CAPITALIZATION
Facility Constructed by
Municipality.................................................
221014
Intangible Drilling Costs
.... 6500 01, 6500 04
. Interest during Construction
510012
Land Costs................................................................... 661013
. Library Book Expenditures............................ 696006
. Log Pond Dredging Costs .
. .
2210 15
Maintenance Costs...................................... 6200 01
Merger Costs
..............................
. . 7600 05
. Nonprofit Organizations’Assets .
. 7300 03
CLIENT RECORDS
Power Service Rights
.............................. 6200 03
Inadequate
Ski Slope Development
. . 2210 07
Out-of-Pocket Costs
Stock Dividends, Closely-Held
Tick
Marks in Client Records
Companies................... 4150 01,4150 03,6100 07
CARRYFORWARDS AND CARRYBACKS
Financial Statement Presentation .. 5250 03
Tax Benefit as Extraordinary Item . . 5250 05

5250 01- 02
1600 01
9420 14

9530 07
2130 05
8900 01

CLOSELY HELD COMPANIES
Disclosure of Owner-Manager
Salary
7400 04
Fair Value of Stock
5500 16
Stock Dividends
. 4150 01, 4150 03, 6100 07
Stock Issuance Costs
. 4110 01
CLOTHING, RENTAL
Depreciation

5210 04

CLUBS
Depreciation of Fixed Assets
7300 03
Excise Tax on Dues .
..
5100 11,9310 01
Excise Tax on Dues
5100 11,9310 01
Indefinite Term Memberships
5100 09
Life Membership Fees
5100 08
Members’ Debt Retirement
Assessment
510010
Voluntary Health and Welfare
Organization
. . .
6920 02
COAL
Estimation of Quantity

8320 04
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COAL—continued
Production Royalties

.6500 03

COIN-OPERATED MACHINES
Control of Cash Receipts .

8200 02

COMPLETED CONTRACT METHOD—
continued
Investment on Equity Method
Prepaid Funeral Plan
Retained Percentages
Short-term Contracts

COLLEGES AND UNIVERSITIES
Annuity Liability and Fund Balance
COMPLIANCE REPORTS
......................................... 6960 07
Departures from Audit Guides
Compliance with Audit Guide................ 6960 01,
Prescribed Auditing Standards
6960 08
Depreciation...........................................
730004 Prescribed Forms—See Prescribed
Report Forms
Gift of Property
............................................ 7300 13
. School Construction Trust
Historically Based Appraisal Values

............................................................. 6960 02
COMPLIANCE TESTS
Income Trust Corpus as Asset
7500 01
Block Sampling
Indirect Costs of Auxiliary
Omission of Internal Control Study
Enterprises . .
696004
Library Book Expenditures
696006
COMPOSITE DEPRECIATION
Mandatory Interest Transfers
... .6960 03
METHOD
Pledges Receivable
.. . 6960 05
State University Medical School
6400 11
CONDOMINIUMS
Summer Session in Two Fiscal
. Construction Costs
Years..........................................................................696009
Recognition of Sales
COMBINATION METHOD
Finance Company Income.............................. 613007

COMBINED FINANCIAL STATEMENTS----See Financial Statement
*

COMMISSIONS
Income Statement Presentation . ..1200 01
Insurance ................................... 6130 04,6300 01—02
Purchaser's Commissions
2210 02
Real Estate Brokers . .
... 6600 01
COMMITMENT LETTERS
Revenue Recognition ...

.... 5100 14

222003
510004
670006
670001

696001
9110 04

9390 03
8210 01

8200 01
521003

670008
660002

CONFIRMATIONS
.
Additional Paid-up Insurance
.834004
.
Brokers/Dealers in Commodities
8340 05
.
Factored Receivables
834001
. Forms for Audited and Unaudited
Statements.
834006
Governments and Large
Corporations
834002
Inventories in Public Warehouse
8320 06
. Investments in Securities
8310 01— 02
.
Leased Equipment
833002
.
Loan Balances .
...
834003
. Percentage of Completion Method
. . .
6700 02- 03
. Pledges Receivable
. . . 6920 04
Returned to Internal Auditors
. 9520 03
. Scope Limitations—See Scope
Limitations
Taxes Receivable
695005

COMMITMENTS—See also Contracts
Bankruptcy Compromise
Agreements
................................................. 3500 03
Coal Production Royalties................................ 650003
Cotton Futures Contracts.............................. 540002
Current Assets Appropriation . . . . 2120 01
Franchise Repurchase Agreements . . .
.................................................................................. 2250 01
CONSIDERATION
Letter of Payment Guarantee................ 3500 02
. Issuance of Capital Stock
411002
Purchase Commitment Losses.............. 3500 04
CONSIGNMENTS
Purchase Payments Held in Escrow . .
Conditional Sales ...
510022
............................................................. 2210 05
Inventories in Public Warehouse
8320 06
Sale of Unfinished Goods...................................510019
. Stockholders’ Buy-Sell Agreements . . .
CONSISTENCY
.................................... 2240 02, 9390 01
Accounting Changes—See Accounting
Uncertain Timber Contract............................. 350001
Changes
. Cash Basis Statements of School
6950 03
COMMODITIES
. Colleges and Universities Summer
Audits of Brokers/Dealers...................
8340 05
Sessions
. .
6960 09
Futures Contracts........................................... 540002

COMMON STOCK—See Capital Stock
COMMON STOCK EQUIVALENTS
Convertible Debentures of Utility .... 5500 10
Options Excercisable Within Five
Years
.....................
.... 5500 12

COMMUNITY PROPERTY
Valuation of Probated Property .

... 1600 04

COMPENSATION
Deferred Compensation Contract . . . 5230 06
Disclosure of Owner-Manager
Salary ............................................................. 7400 04
Medicare Fees of Physicians................... 6400 04
Stock Options—See Stock Options and
Stock Purchase Plans
Teachers’ Salaries .
........................
3100 05

COMPLETED CONTRACT METHOD
Billings in Excess of Costs ........................ 6700 09
Construction Costs................
... 6700 08
Expected Loss
. . .
...................... 5260 01
Financial Statements Based on
Different Methods . .
...
. 6700 07

AICPA Technical Practice Aids

CONSOLIDATED FINANCIAL
STATEMENTS- See also Affiliates
Combined Statements—See Financial
Statements
Consolidation Requirements
1400 01
. Control of Board of Directors
. . 1400 07
Differing Fiscal Years
9430 02
Earnings per Share
5500 01— 02
Goodwill—See Goodwill
Incompatible Operations
7300 05
Indirect Subsidiaries
1400 14
Intercompany Profits
1400 11, 2220 08
Intercompany Transactions
. Inventory Transfers .
1400 08
Purchase Commissions
. .
2210 02
. Sale of Leases...........................................
1400 10
Tax Allocation
....
5250 08—09
. Joint Ventures
222011
Limited Partnership................... 1400 13, 2220 11
Minority Interest .
.140002
Option to Acquire Control.............................. 140007
. Principal Auditor
...
9520 01
. Proprietorship and Corporation
1400 02

CON
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CONSOLIDATED FINANCIAL
STATEMENTS—continued
Related Tax-Exempt Organizations
......................................................
6400 02
Separate and Consolidated
Statements
Auditor’s Opinions
9410 05
Disclosure.................................
. 1400 06
Investment in DISC
1400 05
Temporary Loss of Subsidiary
Control.............................................
1400 15

CONTRACTS—continued
Retained Percentages
Revenue Recognition Criteria

Short-term
Special Audit .
Timber Purchase Contract

6700 05- 06
5100 25,
5100 27
51C)0 18, 6700 01
9510 01
3500 01

CONTRIBUTED CAPITAL
Appropriations
. Combined with Deficit
. .
Commission Paid to Subsidiary
. Debt Assumed by Stockholders

5100 10
4220 02- 03
2210 02
3200 08,
4160 01
4130 02
. Issuance of Warrants
4210 01
Liquidating Dividends Written off
Members' Debt Retirement
5100 10
Assessment
5250 06
. Permanent Tax Benefits
411001
Stock Issuance Costs

CONSTRUCTION CONTRACTORS
Billings in Excess of Costs
6700 09
Completed Contract Method—See
Completed Contract Method
. Cost-plus-fixed-fee Contracts .
670005
Drawings in Excess of Capital
. .
7200 01
Interest Capitalization........................................ 510012
Inventory of Materials...........................................670008
Joint Ventures—See Joint Ventures
CONTRIBUTIONS
Long-term v. Short-term Contracts . .
City Owned Hospital
640010
.............................................................................. 6700 01
. Contributed Services
730007
. Overhead Allocation
................................... 6700 04
Custodial Funds
730009
Percentage of Completion—See
Donated Equipment Rented to
Percentage of Completion Method
Patients
510022
Retained Percentages ..............
. 6700 06
. Gifts in Kind
6920 03
. Tax Allocation
................................................ 5250 02
Grants-in-aid................................
7300 08,7300 12
. Two Sets of Statements Using
Indirect
692006
Different Methods ..... 6700 07
. Life Estate Retained by Donor
7300 13
.
Unclassified Balance Sheet
.110003
Pledges
CONTINGENT CONSIDERATION
Confirmation of Receivables
6920 04
Business Combination............................... 761017
Financial Statement Presentation
Commitment Letters........................................... 510014
6960 05
.
Goodwill....................................................................... 225002
Political
9310 02
. Securities Held for Life
CONTINGENT LIABILITIES
Beneficiaries .
7300 06
Civil and Criminal Tax Penalties
. 9320 02

Coal Production Royalties ...
. 6500 03
CONVERTIBLE STOCK
Employees’ Stock Ownership Trust
Earnings per Share
5500 05
Plan.............................................................
4140 03
COOPERATIVES
Guarantee against Loss........................... 9320 05
Equity Method for Investments
7300 05
. Letter of Payment Guarantee . .
3500 02
Patronage Dividend Certificates
. 4210 03
. Litigation
............................................. 3100 06,3400 01
Receivables, Discounted.................................. 921008 COST ALLOCATION
Receivables Sold to Bank
....................... 2130 04
Cattle Herd
2210 06
Representation Letters .
932004
Construction Contracts Overhead
.
... .
670004
CONTRACTORS----- See Construction
. Depreciation in Overhead
5210 02
Contractors
Fund Raising Expenses
6920 07
CONTRACTS—See also Commitments
Intercompany Tax Allocation
5250 08— 09
Acquisition of Corporation........
7600 03
Land Costs to Parcels Sold
6610 09,
Completed Contract Method—See
6610 13
Completed Contract Method
Log Pond Dredging Costs
2210 15
. Cost Overruns .............................................
5300 01
Management Costs
...
6410 03
. Cost-plus-fixed-fee . . .
670005
Patents Developed Internally
5240 04
. Cotton Futures.................................................. 5400 02
Real Estate Development Costs
6610 06—
Deferred Compensation.............................. 5230 06
07
Disclosure, Loan and Lease
Research and Development Work
5240 02
Agreements...........................
9420 21
Salesand Production Divisions
5240 01
Executory........................................... 2210 05,3500 01
Ski Slope Development
. 2210 07
Expected Loss on Contract
526001
Standard Cost Inventory Valuation .
Free Service Contract................................... 5100 06
2140 09
Goods Held for Delivery........................
1100 05
Land, Future Transfer of Title
221013 COST OF LIVING ADJUSTMENTS
Interest Expense
5220 02
Long-term v. Short-term ..
670001
. Memberships of Indefinite Terms
5100 09
COST OVERRUNS
5300 01
. Noncompetition Agreement .
... 5100 23
COST-PLUS-FIXED-FEE CONTRACTS
Obtained for Others .
....
5100 27
Income Recognition
6700 05
Offsetting Billings against Costs
. 1100 04
Parts Completed Not Shipped . . . . 5100 25
CREDIT UNIONS
“Pay Any Day” Loans ...
320009
Interest Revenue Recognition
6120 01
Percentage of Completion Method—
CURRENT ASSETS
See Percentage of Completion
Appropriated for Construction
Method
Purchase Commitment Losses
3500 04
Obligations
.
2120 01
Cash Equivalents
2120 03
Reacquisition of Sales Contract
6610 05
Receivables Sold to Bank . .
. 2130 04
Classification—See Classification of
Redemption of Stock
412003
Accounts
Research and Development Work
5240 02
Inventories—See Inventories

.

CON
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CURRENT ASSETS—continued
Investments—see Investments,
Temporary
Receivables—See Receivables
Unclassified Balance Sheet . . .110002—03,
6610 02
CURRENT LIABILITIES
Accrued Teachers’Salaries........... 3100 05
Accumulated Eligibility Credits
.. .6930 01
Billings in Excess of Costs . ...
6700 09
Coal Production Royalties .
.. 6500 03
Deferred Taxes
.............. 2130 02,5250 01—02
Deposits on Leased Equipment
3100 03
Estimated Unemployment Claims
3100 01
Expected Loss on Contract . .
5260 01
Interest Payable Computation........... 5220 03
Litigation Settlement ....
.... 310006
Medicare Fees of Physicians...........
6400 04
‘‘Pay Any Day” Loans................................ 320009
Retained Percentages of Contracts
............................................ 6700 06
Tax Penalties.......................................................3100 04
Unclaimed Refunds......................................... 6300 03
Unclassified Balance Sheets . . . 1100 02—03,
6610 02
Undelivered Payments................................. 2110 02
Unearned Revenue
...................... 3600 01

CUSTODIANS
Inventories in Pubic Warehouse
8320 06
Parts Completed Not Shipped............... 5100 25
Report on Securities....................................... 8310 01

CUSTOMS DUTIES----- See Tariffs
CYCLE BILLING
Unbilled Receivables...........................

6200 02

DEFERRALS
Billings in Excess of Costs .
.... 6700 09
Classification of Deferred Taxes
5250 02
Debt Issuance Costs ...
. 3200 01,3200 06
Finance Company Income ...
613007
Franchise Sales Costs
6940 01
Interest Expense
5220 01
Land Costs ......................................................
6610 13
Maintenance Costs ....
6200 01
Medicare Claims
.. ..
........... 6410 02
Mortgage Placement Fees...................... 3200 06
Patents Developed Internally
5240 04
Research and Development
5240,05
Taxes—See Tax Allocation
Timber Purchase Commitment
.
3500 01
Uncompleted Contract Income
. . 6700 05

DEFICITS
Combined with Paid-in Capital... 4220 02—
03
Dividends in Excess of Retained
Earnings
...................... 7910 01
Written off ....
. ..4220 01—03

. .

. .

2140 07

......................... 2210 05
...................... 3100 03

DEPRECIATION
Appliances in Apartments
........... 5210 03
Bank’s Fixed Assets
6100 05
Cattle Herd .
...
.............. 221006
Change in Asset Lives .................................. 9210 03
Change in Method
. . 1300 08, 5210 01
Charter Airplanes ............................................ 2140 04
Composite Method
........................ 521003
Demolished Buildings
... 5210 06
Depletion of Tree Farm
. . 2140 07

AICPA Technical Practice Aids

DEVELOPMENT STAGE ENTERPRISES
Research and Development Costs

5240 03
670004

610001

DIRECTORS’ EXAMINATIONS

DISASTER RELIEF LOANS
Discounted Present Value

DEFALCATIONS----- See Fraud And
Irregularities

DEPOSITS
Held in Escrow
Leased Equipment . .

DEVELOPMENT COSTS----- See also
Research and Development
Development Stage Enterprises
5240 03
Oil Drilling Costs
6500 01, 6500 04
Patents Developed Internally
524004
. Ski Slope
221007

DIRECT COSTING
Construction Contracts

DEBT—See Liabilities

DEPLETION
Christmas Tree Farm

DEPRECIATION—continued
Depreciation Expense v Depreciation
Accrual
. ..
5210 02
. Disclosure on Balance Sheet
5210 02
9410 03
Educational Institutions
7300 04
Golf Courses
5210 05
. Housing Held Pending Financing
7300 02
Included in Inventory Overhead
5210 02
Log Pond Dredging Costs
2210 15
Museums
730004
Not-for-profit Organizations
692008,
7300 03- 04
Nursing Homes
6410 02,6410 04
.
Plant Fund Expenses
692007
Rental Clothing
521004
.
Restaurant’s Dishes
221008
Ski Slopes
221007
Statement of Changes in Financial
Position
130008
.
Tax-Exempt Shipbuilding Fund
5250 10
Voluntary Health and Welfare
Organizations .
692008

522004

DISC—See Domestic International Sales
Corporations
DISCLAIMERS OF OPINION
Attachment of Disclaimer
9420 19
Balance Sheet Only
9420 01
Computer-prepared Financial
Statements
9420 11 — 12, 9420 24
Defalcations Discovered
9310 03
Discontinued Operations
9420 26
Going Concern .
9320 01,9420 26
Income Statement Only
941004
Incomplete Disclosure .
9420 06— 07
Land Costs Not Determinable
9420 23
Long-form Report
955002
. Nonindependent Auditors
941006
Omission of Statement of Changes
9420 02
. Preprinted Disclaimers .
9430 04
Prescribed Report Forms
9110 01—02
Relation to Special Report
9510 04
Scope Limitations
9430 02, 9530 01— 03
9530 06, 9530 07
Specification of Scope Limitations
9530 05, 9550 02
Tax Return Sent to Third Parties
9420 22
Title of Report
9900 04
Unaudited Cash Basis Statements
9420 14
Unauthorized Removal of Report
9900 01
Uncertain Tax Penalties
932002
. Uncertain Zoning Change
932005
. Unremitted Taxes
931001
Write-up Work
9420 08— 10 9420 24
.

Write-up Work

DISCLOSURE
Accounting Change
Accounting Policies

9420 08— 10; 9420 24

2140 10
5100 25, 6935 01,
9420 04

DIS
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DISCLOSURE—continued
Arrangements with Reorganized
Debtor..........................................................
9330 02
Cash Basis Statements .
9420 14
Cash Equivalents
2120 03
Change in Accounting Estimate
9210 08
Commitments...................................
3500 01—02
Comparative Financial Statements .
............................................... 1100 07
. Control of Board of Directors
.. .1400 07
Corporate Officer's Importance . . 9390 02
Departures from GAAP
9420 03,9420 23
. Deposits Held in Escrow........................
2210 05
Depreciation..............................
5210 02,9410 03
Dividends per Share......................
4210 02
. Divorced Co-owners........................
. 9320 06
. Drawings in Excess of Capital . .
720001
Earnings per Share Computation
5500 16
. Elements of Working Capital .
.130004
Employee Defalcation................................ 9330 03
Equipment Replacement Funding
2210 16
. Excess Pension Contribution
Carryover......................................................
5230 02
Expected Loss on Contract
. 5260 01
. Federal Grants......................................
6950 01
. Fiscal Year Change........................
. 9210 04
Goodwill Write-off.................................
2250 05
Guarantee against Losses ...
. 9320 05
Idle Property...................................................
1100 06
Income Taxes of Proprietor .
7100 02
. Insurance Claims of Hospital................ 6400 09
Intercompany Tax Allocation
5250 08— 09
. Internal-use Statements .. ..
9420 06—07
. Inventory Not Observed .............
9430 02
. Inventory of Construction
Materials ...........................................
6700 08
. Inventory of Nonprofit
Organization..............................................
7300 12
. Investment Valuation
6910 02
Land, Future Transfer of Title. . .. 2210 13
Liability for Tax Penalties ........................ 9320 02
Life Estate Retained by Donor
7300 13
. Litigation
...3400 01,9320 06
. Litigation Settlement Due
Municipality
.........................................
6950 08
. Loan against Insurance
...................
2240 01
. Loan and Lease Agreements................... 9420 21
Loans to Officers and Directors
..
7400 05
. Long-and Short-form Reports
9550 01
Loss per Share Computation
. . 5500 14
. Maintenance of Benefits Provision .
.................................................
. .
6930 02
. Major Source of Income .
.9390 02
Maturities of Loans................................
6130 05
Merger of Related Companies
7620 07
Noncumulative Preferred Stock ... . 5500 07
. Omission of Footnotes
. 9390 04, 9420 24
Option to Acquire Control
. .
1400 07
Partnership, Limited................................
7200 05
. Patent License Termination .
5100 20
"Pay Any Day” Loans
3200 09
Pensions...................................
. . 9410 03
Perpetual Care Trust ................................... 7500 01
Personal Debts of Proprietor
7100 01
. Political Contributions
9310 02
Prescribed Report Forms ..
.
. 911001
Purchase Commitment Losses .
3500 04
. Purchase Option Cancellation
Costs....................................................................... 2210 04
Real Estate Appraisal Value
6610 08
Receivables Sold to Bank
2130 04
Reclassification of Assets......................
2210 12
Related Party Transactions
9420 25
Research and Development
5240 05
Restricted Stock......................
4110 05
Retained Earnings Transferred to
Capital Stock
...
4230 01
Royalty Agreement.........................................6500 03
Salary of Owner-Manager
. .
7400 04

DIS

DISCLOSURE—continued
Sale of Property
Standard Cost Inventory Valuation

1300 09

2140 09
Stock Option Plans
4140 02— 03
Stock Redemption Contract
4120 03
Stockholders’ Buy-Sell Agreements
2240 02, 9390 01
. Trust—Trustee Transactions
9390 03
Undistributed Earnings of
Subsidiary
5250 07
Unrealized Gains of Pension Fund
5230 05
Unremitted Taxes
9310 01 9330 01
Unusual Items
6100 06

DISCOUNTS
Add-on Interest
3200 04
Capital Stock
4110 02,4110 04— 05
Consumer Loans
6130 01
Free Service Contract
5100 06
Long-term Loans
6130 07
Percent of Sales Royalties
5290 01
Prepaid Funeral Plans
5100 04
Present Value—See Present Value
Retail Land Sales
6610 10— 11
Small Business Investment Loans
5100 24
Stock Exchanged in Merger
7630 02
. Trade-ins
5100 01
Unamortized Debt Discounts
3200 01—04

DISPOSAL OF SUBSIDIARIES----- See
Divestiture of Subsidiaries
DISQUALIFYING DISPOSITIONS OF
STOCK

4140 04

DIVESTITURE OF SUBSIDIARIES
Abandoned Venture
5400 01
Disinvestment through Exchange of
Stock
..
412004
Exchange of Intercompany
Investments
510026
Income Statement Presentation
1200 02
Noncompetition Agreement
510023
Spin-off Prior to Merger
762010

DIVIDENDS
Changes in Actuarial Assumptions
6960 07
Cumulative Preferred Stock
550006
Dividends per Share
421002
Liquidating
4120 02,4210 01 7910 01
Noncumulative Preferred Stock
5500 07
Patronage Dividends of
Cooperative
421003
Preferential
412001
Responsibility to Audit Dividend
Fund
9520 02
Stock Dividends—See Stock Dividends
and Stock Splits
Undistributed Earnings of
Subsidiary
5250 07
DIVISIONS—See Affiliates
DOMESTIC INTERNATIONAL SALES
CORPORATIONS
. Investments on Equity Method
7920 01
Tax Allocation
7920 01— 02
DONATED CAPITAL
Commission Paid to Subsidiary

2210 02

DONATIONS----- See Contributions
DRAWING ACCOUNTS
Drawings in Excess of Capital

7200 01

DUES----- See Memberships
DUTIES----- See Tariffs

EARNINGS PER SHARE
Callable Convertible Debentures
Change in Accounting Estimate
Combined Financial Statements

5500 08
6500 02
5500 01
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ERROR CORRECTION—continued
...... 5500 10;
. Merger Costs Capitalized
. 7600 05
5500 12
. Overhead Application...................
..9210 05
Premiums on Life Insurance..................... 2240.04
Compensatory Plan Not in Force . . . 4140 02
Unrecorded
Amortization
.
.
.
7610 05
Consolidated Financial Statements
........................................... 5500 01-02
ESCHEAT LAWS
Contingently Convertible Stock........... 5500 05
. Unclaimed Refunds.............
. 6300 03
Convertible Debentures.............................. 5500.09
. Cumulative Preferred Stock.................. 5500.06
ESCROW AGREEMENTS
Debentures Held by Government.... 5500 10
. Contingently Held Notes
3200 08
Dividends per Share...................................... 4210 02
Purchase Payments Held in Escrow
. Fair Value of Stock
..................................... 5500 16
. 2210 05
....
If Converted Method ................................... 5500 09
. Separate Financial Statements
7500 01
. Interim Financial Statements............... 5500 03
. Stock Held in Business
Loss per Share......................................................... 550014
Combination......................................
7620 13
Noncumulative PreferredStock............. 5500 07
ESTATES
. Stock Dividends............................................. 5500 15
. Life Estate Retained by Donor
7300 13
Stock Options . . . 4140 02, 5500 12— 14, 5500 16
. Securities Held for Life
Treasury Stock Method.................................... 550009
Beneficiaries .................................
7300.06
. Two Class Common Stock............ 5500.04— 05
Warrants....................................................................... 550011 ESTIMATES----- See Accounting Changes
Weighted Average Shares
EVIDENTIAL MATTER
Outstanding ............................................... 5500 03
. Cash................................................................
2110 02
EARNINGS PROCESS
. Confirmations—See Confirmations
Realization Criterion........... 5100.25, 5100 27
. Fixed Assets—See Fixed Assets
Going Concern .................................. 9320 01,9330 01
EDUCATIONAL FOUNDATIONS
Inventories—See Inventories
Gift of Property ......................................... 7300 13
. Joint Ventures......................
................ 2220 11
ELIGIBILITY CREDITS............................................ 6930 01
. Limited Partnerships...................................... 2220 11
. Payroll Audit for Pension Fund . ... 6930 04
EMPLOYEE HEALTH AND WELFARE
. Percentage of Completion Method
FUNDS
.............................................................. 6700 02-03
Employee Savings Fund.............................. 6935 02
. Receivables—See Confirmations
Experience Ratings Adjustments . . . 6930 03
. Representation Letters
. . . 9320.04, 9430 03,
Liaibility for Accumulated Eligibility
9530 04
Credits................................
................ 6930 01
Sampling—See Statistical Sampling
Maintenance of Benefits Provision . . .
Securities—See Securities
............................................................................. 6930 02
. Special Audit of Sales.....................................9510.03
Payroll Audit......................................................... 6930 04
EXCESS OF ACQUIRED NET ASSETS
Profit Sharing—See Profit Sharing
OVER COST—See Negative Goodwill
Plans
Underwriting Gains and Losses
.... 6930 03
EXCHANGE
. Intercompany Investments .... 5100 26
EMPLOYEES
. Realization Criterion ................ 5100 25,5100 27
Deferred Compensation Contract . . . 5230 06

EARNINGS PER SHARE—continued
Common Stock Equivalents

EMPLOYEES STOCK OWNERSHIP
TRUSTS
Liability to Redeem Shares......................4140 03
ENGAGEMENT LETTERS
Reproduction of Financial
Statements.....................................................9410 08
Specification of Audit Procedures . . . 9420 16

EQUIPMENT—See Fixed Assets

EQUITY METHOD
Consolidated and Separate
Statements.................................. 1400 05,9410 05
. Extraordinary Items ................................
7920 01
Indirect Investments
...
7620 03
Intercompany Profits .
. 2220 08, 2220 10
Investee Using Completed Contract
Method
..................................................... 2220 03
Investment in DISC......................................... 7920 01
Investment in Preferred Stock......... 7300 05
Joint Ventures
.... 2220 03— 05, 2220 11
Nonprofit Organizations’
Investments................
......................... 7300 05
Ownership Less than 20 Percent .... 2220 01
Personal Financial Statements .
.1600 02—
03
Small Business Investment
Companies
...
. 2220 07,6910 04
Unconsolidated Subsidiaries
.............. 1400 01
Unrealized Appreciation of Hedge
Fund
......................................... 2220 06

ERROR CORRECTION
Depreciation Restatement................ 6410 04
Inventory Pricing......................
. ... 7300 12

AICPA Technical Practice Aids

EXCISE TAXES
Club Dues ..............................

5100 11,9310 01

EXECUTORY CONTRACTS—See
Contracts
EXPENDITURES
Colleges and Universities Summer
Sessions .
............................
6960 09
Dredging Log Pond.....................................
221015
. Library Books............................................
696006
. Recoverable Costs ....
213005
. Research and Development .
5240 02— 04
Transfers Between Funds ...
. 695007
EXPERIENCE RATINGS
ADJUSTMENTS
.
.

6930 03

EXPLORATION COSTS----- See
Development Costs

EXPROPRIATION
Property Acquired by Urban
Renewal
...

5400 03

EXTINGUISHMENT OF DEBT----- See
Noncurrent Liabilities

EXTRACTIVE INDUSTRIES
Capitalization of Drilling Costs

Intercompany Sale of Leaseholds .
Royalty Commitment
EXTRAORDINARY ITEMS
Abandoned Venture......
. Bargain Sale of Stock
...
Change in Accounting Estimate

6500 01,
6500 04
1400 10
6500 03

5400 01
4110 04
6500 02

EXT
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EXTRAORDINARY ITEMS—continued
Gain on Involuntary Conversion ... 5400 03
Gain on Sale of Coins................
.6100 06
Goodwill Write-off........................................... 2250 05
Investment on Equity Method . .
7920 01
Sale of Cotton Futures
...
5400 02
Statement of Changes in Financial
Position .
...................................
1300 08
Tax Allocation................................... 5250 03, 5400 03
Tax Benefit of Loss Carryforward
. . 5250 05

FAIR VALUE—See also Appraisal Value
. Charitable Contributions
..................... 7300 06
. Closely Held Corporation’s Stock
. 5500 16
Gift of Property..............................
7300 13
Gifts in Kind...................................................
6920 03
Intercompany Investments................... 5100 26
. Investment Company Securities .. 6910 01—
02
. Nonmonetary Transactions................ 5100 26,
7300 07
. Nonreciprocal Transfers.......................... 221011
. Profit Sharing Plan Assets
......................6935 01
. Stock Dividends........................
4150 02,6100 07
. Stock Dividends, Closely-Held
Companies................................................4150 03
. Stock Issuance...................................... 4110 03—04
. Unregistered Stock........................................ 2220 09

FEDERAL POWER COMMISSION
. Chart of Accounts.......................................

6200 02

FEES
. Accounting........................................... 4110 01,4110 03
Engineering Services...................................... 5100 27
Legal—See Legal Fees
. Patents Developed Internally............... 5240 04
. Underwriting......................................................... 4110 03

FINANCE COMPANIES
Commissions on Loan Insurance .. . 6130 04
Confirmation of Factored
Receivables ................................................... 8340 01
. Disclosure of Maturities of Loans .... 6130 05
. Discount Amortization ............... 6130 01,6130 07
Revenue Recognition ................................ 6130 07
. Subordinated Debt Classification . .. 6130 06

FINANCIAL ACCOUNTING STANDARDS
BOARD
Interpretations—See TIS Appendixes
. Statements—See TIS Appendixes
FINANCIAL POSITION STATEMENTS----See Balance Sheet

FINANCIAL STATEMENTS
Accounting Changes ............. 2140 10; 6410 04
Accounting Policies Disclosure . . . 6935 01,
9420 04
Balance Sheet—See Balance Sheet
. Balance Sheet Only ..............
1100 01,1300 05,
9420 01
. Cash Basis—See Cash Basis
Change in Estimated Uncollectibles .
...................................................................................9210 08
. Changes in Financial Position—See
Statement of Changes in Financial
Position
. Combined and Separate
Statements........................................
1400 06
. Comparative Statements ...1100 01,1100 07,
1300 03- 04, 9900 03
Confirmation Request Forms
. . 8340 06
Consolidated—See Consolidated
Financial Statements
Dates on Cover .
.
... 9900 03
Departure from GAAP...........................
9310 03
. Development Stage Enterprises . .
. 5240 03
. Disclosure of Cash Equivalents.............. 2120 03
Disclosure of Receivables Sold
2130 04
. Elements of Working Capital................... 1300 04
Footnotes Omitted.......................... 9390 04,9420 24

EXT

FINANCIAL STATEMENTS—continued
Income Statement—See Income
Statement
Indian Tribe
6950 01
Interim—See Interim Financial
Statements
Inventory of Construction
Materials
.6700 08
Notes—See Notes to Financial
Statements
Order of Presentation
941009
.
Out-of-Pocket Costs
213005
Partnerships, Limited
720005
.
“Pay Any Day” Loans
320009
Personal—See Personal Financial
Statements
. Prescribed Forms—See Prescribed
Report Forms
Prior Year Unaudited
. .
9900 03
. Private Schools .
6960 08
Profit Sharing Plans
6935 01
Proprietorships
7100 01,7100 02
. Reference to Auditors’ Report
9410 06—
07
. Reproduction
.9410 08,9900 02
Restatements .
6410 04,6610 09,9210 01—02,
9430 02
Restricted to Internal Use . . . . 9420 06—07,
9420 09
Sale of Property.........................................
130009
Statement of Changes Omitted
1300 05
Supplementary Financial
Information...................................................... 955003
Tax Return Sent to Third Parties .
. 9420 22
. Trial Balances .
...
9420 11
. Trust Funds
................................................ 7500 01
Two Sets Using Different Methods
........................................................... 6700 07,9510 01
Unaudited—See Unaudited Financial
Statements
Unauthorized Removal of Auditors’
Report.............................................................. 9900 01
Unbound Statements
............................... 9900 02
FINANCING
. Construction Company
670008
Hospital Equipment Replacement . . 2210 16
“Pay Any Day” Loans
. .3200 09
Receivables Sold to Bank . .
2130 04
Special Assessment Bonds
.....................2210 14

FINANCING METHOD—See Leases—
Lessors
FIRM NAME
Successor Firm's Signature

9430 01

FISCAL YEARS
. Colleges and Universities Summer
Sessions .
.
................................... 6960 09
Consolidation with Differing Years . . . 9430 02
Disclosure of Change
...................... 9210 04
FIXED ASSETS
Apartment Appliances
...
. 5210 03
Bank Assets at Nominal Value
610005
Cattle Herd
.221006
Charter Airplanes
214004
Commission Received by
Purchaser....................
2210 02
Conditional Sales
. 5100 22
Demolition of Buildings
2210 03,5210 06
Depreciation—See Depreciation
Donated to Educational
Foundation
. 7300 13
Facility Constructed by
Municipality
221014
Golf Course
....
5210 05
Historically Based Appraisal Values .
.............................................. 6960 02
Hospital Equipment Replacement
2210 16
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FIXED ASSETS—continued
. Housing Held Pending Financing .... 7300 02
. Idle Property........................................................ 1100 06
Inadequate Records...................................... 6950 09
Involuntary Conversion .............................. 5400 03
Land Costs Not Determinable................. 9420 23
Land, Future Transfer of Title................. 2210 13
Land, Future Transfer of Title ..............2210 13
. Library Book Expenditures.....................6960 06
Log Pond Dredging Costs......................221015
Mailing Lists ......................................................... 2210 09
Mortgage Payment by Seller................ 2210 01
Nonreciprocal Transfers...........................221011
Not-for-profit Organizations................... 6410.04,
6920 07- 08, 7300 03- 04, 7300 13
“Pay Any Day” Loans...................................3200 09
. Purchase Option Cancellation
Costs............................................................. 2210 04
. Purchase Payments Held in Escrow. . .
................................................................................. 2210 05
Real Estate Title Verification................... 8330 01
. Rental Assets Verification........................8330 02
. Rental Clothing................................................... 5210 04
. Repossessed Property............................... 6110 01
Restaurant Dishes........................................... 2210 08
. Sale of Property................................................ 1300 09
Ski Slopes .............................................................. 2210.07
Title Plant .............................................................. 6300 05
. Trade-ins................................................................5100 01
Valuation in Business
Combinations...................................... 7610 08— 13
Voluntary Health and Welfare
Organizations ............................................ 6920 08
. Water Authority’s Facilities......................6950 02

FORECLOSURES
Valuation of Repossessed Property . ..
....................................................................................611001

FORMS
Confirmation Requests........................ 8340 06
Financial Statements on Bank
Forms.................................................................... 942015
Insurance Confirmations........................... 8340 04
. Preprinted Audit Programs......................8100 01
Prescribed Reports—See Prescribed
Report Forms
Title for Disclaimer of Opinion
........... 9900 04
FRANCHISE TAXES
Partnership Tax Allocation

............. 7200 03

FRANCHISES
Cable TV Systems ................................... 2250 04
Franchise Fee Revenue
........................... 6940 01
. Freight Routes.................................................... 2250 03
Repurchase Agreements ........................... 2250 01

FUND ACCOUNTING—continued
. Library Book Expenditures................... 6960 06
Responsibility to Audit Dividend
Fund ....................................
9520 02
State Funds for Education . .
6400 11
Transfers Between Funds
. 6950 07
. Trust Funds ...
......................
7500 01

FUND RAISING EXPENSES
. Voluntary Health and Welfare
Organizations
...

FUNERAL DIRECTORS
. Cemetery Lot Sales
...
Prepaid Funeral Plans ....

GENERALLY ACCEPTED ACCOUNTING
PRINCIPLES
. Billings in Excess of Costs . .
6700.09
. Changes—See Accounting Changes
. Departures
2210 09, 3300 02, 6610 09; 7300 12,
9310 03, 9420 03
Development Stage Enterprises . . .
5240 03
. Discounts on Long-term Loans . . .
6130 07
. Fixed Asset Records Inadequate
695009
. Hospitals
......................................................
641004
Land Costs Not Determinable
6610.09;
9420 23
. Nursing Homes ....
..............
6410 04
Unaudited Statements
9420 03,9420 21
GENERALLY ACCEPTED AUDITING
STANDARDS
. Related Party Transactions . .
. State Prescribed Standards

..

9420 25
9110 04

GIFTS—See Contributions

GOING CONCERN
Auditors’ Opinion.............................................932001
. Construction Companies
670008
. Limited Life Ventures .
. .
9410 02
. Unremitted Withholding Taxes .
.933001
GOLD
Inventory Valuation

FUEL OIL DEALERS
Free Service Contracts........................ 5100 06

GOOD FAITH
Investment in Real Estate

AICPA Technical Practice Aids

661012
5100 04

.

GAINS
. Actuarial—See Actuarial Gains and
Losses
Capital Gains—See Capital Gains and
Losses
. Cotton Futures Contracts
. . .
5400 02
. Equity Method for Unrealized Gains
................................................................................... 2220 06
. Exchange of Intercompany
Investments........................................
5100 26
. Exchange of Real Estate .
.
6600 07
. Involuntary Conversion .
...
5400 03
. Sale of Coins .
......................................
6100 06
. Sale of Property ....
......................... 1300 09
. Unrealized Gains on Investments
. . 2120 02

FRAUD AND IRREGULARITIES
Scope of Examination........................ 9310 03
Subsequently Discovered
Defalcation
................... 9330 03
Trust—Trustee Transactions
..............9390 03
Unremitted Taxes...........................................9310 01

FUND ACCOUNTING
Annuity Funds.............................................. 7300 10
Board-designated Unrestricted
Funds...................................................................... 6400 03
Combined Statements ....................... 6400 01— 02
Consistency......................................................... 6950 03
Custodial Funds
........................................... 7300 09
Employee Health and Welfare—See
Employee Health and Welfare Funds
Endowment Funds........................................... 6400 03
Fund Raising Expenses...........................
6920 07
Grants-in-aid
.................................................... 7300 08
Hospital Equipment Replacement . . . 2210 16
Incomplete Financial Statements . . . 7300 11
Indian Tribe .........................................................6950 01

6920 07

2140 08

GOLF COURSES
. Depreciation .

5210 05
6910 03

GOODWILL
Acquisition of Minority Interest
. .
7610 18
. Amortization by Subsidiary
. 7610 04
. Change in Estimated Life
2250 02,2250 05
Contingent Consideration
2250 02
Disputed Acquisition Price
7610 14
Issuance of Capital Stock
4110 02
Negative—See Negative Goodwill
. Ownership .
7610 04
Subsidiary with Negative Worth .
7610 05—
06
Valuation in Merger
7610 17
GOVERNMENTAL ACCOUNTING----- See
State and Local Governments

GOV
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GRANTS-IN-AID
Income Statement Presentation .... 7300 08
. Products Sold at a Loss.............................. 7300 12
GUARANTEES
. Guarantee against Losses

9320 05

....

HEDGE FUNDS
Equity Method for Unrealized Gains .
.......................................................................... 2220 06

HOLDING COMPANIES
Business Combinations..... 7620 03, 7620 05
Intercompany Profits of Public
Utility.................................................................... 1400 11
. Intercompany Tax Allocation
5250 09
HOSPITALS
. Board-designated Unrestricted
Funds.................................................................
6400 03
. City Owned........................................................... 6400 10
. Combined Statements of Funds
6400 01 —
02
. Confirmation of Taxes Receivable .
6950 05
. Deprectiation of Demolished
Building................................................................. 5210 06
. Equipment Replacement Funding . . 2210 16
. Medicare Claims Receivable . . . 6400 07— 09
Medicare Current Financing
Payments......................................................... 6400 06
Medicare Fees of Physicians................ 6400 04
. State Funds for Education................
6400 11

IDLE PROPERTY
Balance Sheet Presentation .

.1100 06

IF CONVERTED METHOD
. Fully Diluted Earnings per Share

5500 09

IMPORT DUTIES—See Tariffs

INCOME STATEMENT
. Change in Estimate Presentation
. . 6500 02
. Commissions Income Presentation
........................................................................ 1200 01
Cumulative Effects of Accounting
Change.......................................................... 921001
Disclaimer of Opinion.............................
9410 04
Disposal of Subsidiary......................
1200 02
. Equipment Replacement Provision .
........................................................................ 2210 16
. Gain on Involuntary Conversion .. . . 5400 03
. Goodwill Write-off..................
225005
. Not-for-profit Organizations
. . 7300 01
. Partners’ Income Taxes............................. 7200 02
Percent of Sales Royalties
5290 01
. Purchase Commitment Losses
3500 04
. Restatements.............................
6610 09
INCOME TAXES—Sea Taxes

INDEPENDENCE
Disclaimer for Nonindependence

.

Internal Audit Staff

.

.

.9510 04

9410 06,
9420 18
9520 03

INDIAN TRIBES
. Financial Statements..........................

6950 01

INDUSTRIAL REVENUE BONDS----- See
Noncurrent Liabilities
INDUSTRY ACCOUNTING GUIDES----- See
TIS Appendixes
INDUSTRY AUDIT GUIDES----- See TIS
Appendixes

INSTALLMENT METHOD
. Cemetery Lot Sales
6610 12
Change in Tax Election.........................
9210 06

GRA

INSURANCE
Commissions on Loan Insurance
6130 04
Confirmation of Policies
8340 04
Credit Life
.... 6300 02
. Estimated Unemployment Claims
3100 01
. Indenture Compliance Audit . .
9390 03
. Liability for Accumulated Eligibility
Credits
693001
. Loan against Insurance....................... 2240 01
Policy on Debtor
. 2240 04
. Purchase of Extant Policy
224005
. Reimbursements to Hospitals . . 6400 06— 09
Surrender Value—See Cash Surrender
Value
INSURANCE COMPANIES
Commission Income
6130 04,6300 01—02
Reserve for Future Claims
630004
Title Plant .
630005
Unclaimed Refunds
630003

INTANGIBLE ASSETS
. Appraisal Value
. Cable TV Subscriptions
Change in Amortization Life .

225004
. 2250 04
225002,
2250 05
. .4110 04
6500 01,
6500 04
2250 03

Costs of Maintaining
.
Drilling and Development Costs

IMPUTED INTEREST—See Interest
Expense

INCOMPLETE FINANCIAL
PRESENTATIONS
. Special Report on Inventories

INSTALLMENT METHOD—continued
Classification of Discounts ...
. 3200 02
. Classification of Receivables . .
.2130 02
. Disclosure Installment Amounts .
. 6130 05
Litigation Settlement Due
6950 08
Municipality
Present Value of Annuity
.
. 3200 07
Calculation .
6610 03-04
Real Estate Sales .
2130 04
Receivables Sold to Bank .

Freight Route Franchises
Goodwill—See Goodwill
Indeterminate Lives .
Intercompany Exchange of
Leaseholds .
.
Leasehold Improvements
Mortgage Placement Fee
Patents—See Patents
Repurchased Franchises

.2250 03

.

.

. 1400 10
7610 15
. 3200 06
2250 01

INTERCOMPANY TRANSACTIONS----- See
Affiliates
INTEREST EXPENSE
. Add-on Interest
. 3200 04
Capitalized during Construction . . . 5100 12
Capitalized for Real Estate........................ 661008
Contract to Repurchase Stock
4120 03
Cost of Living Adjustments
. 5220 02
Deferred Interest
522001
Disaster Relief Loans
522004
Government Established Rates
.
522004
Imputed Interest Rates
5220 04, 6610 10- 11
Mandatory Interest Transfers
696003
. Mortgage Payment by Seller
221001
“Pay Any Day” Loans
320009
Rate Changes
522003
Receivables Sold to Bank
213004
INTEREST REVENUE
Cash Basis Recognition
Changes in Actuarial Assumptions.
Confirmation of Receivables
Consumer Loan Discounts
Credit Unions
Discounted Long-term Receivables
...
. 661010-11
. Discounts on Long-term Loans
Doubtful Accounts
Mortgage Points ,
Prepaid Interest
.

612001
6960 07
834003
613001
612001

6130 07
213001
510013
5100 12
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INTEREST REVENUE—continued
. Present Value of Annuity
Calculation................................................ 3200 07
Small Business Loan Discounts ........... 5100 24
INTERIM FINANCIAL STATEMENTS
Accounting Policies Disclosure...... 9420 04
Earnings per Share ........................................ 5500 03
Restatement for Consolidation........... 9430.02

INTERNAL AUDITORS------See Auditors,
Internal
INTERNAL CONTROL
. Cash Control of Vending Machines . . .
.......................................................... 8200 02
Cash Deposits ..................................................... 2110 01
Inadequate............................................. 931003,9530 07
Inventories in Public Warehouse
. 8320 06
Omission of Study and Evaluation
8200 01
. Reliance on Internal Auditors................ 9520 03
INTERPRETATIONS----- See TIS
Appendixes

INVESTMENTS, LONG-TERM—continued
. Control of Investee ................................
2220 01
. Divestiture with Noncompetition
Agreement ..
5100 23
. Domestic International Sales
Companies........................................................ 7920 01
Equity Method—See Equity Method
. Exchange of Intercompany
Investments
5100 26
. Hedge Fund................
. . 2220 06
. Indirect Subsidiaries
. . 1400 14
. Intercompany Profits
2220 08, 2220 10
Joint Ventures
2220 11
. Limited Partnership
1400 13,2220 11
Minority Interest—See Minority
Interest
. Municipality’s Water Authority
6950 02
Nonprofit Organizations
7300 05
. Personal Financial Statements
.160001 —
03
. Preferred Stock
7300 05
. Reasonable Rate of Return
140011
Sale of Subsidiary
4120 04
. Small Business Investment
Companies ...
2220 07,6910 04
. Supplemental Unconsolidated
Statements
1400 05
. Unregistered Stock
2220 09

INVENTORIES
Accounting Change.................................2140 10
Appraisal Value of Land................... 6610 08— 09
Automobile Dealers ......................................2140 10
Base Stock Method................... 2210 08, 7300 12
Beginning Inventory Not Observed .
....................................................
9410 04,9430 02
INVESTMENTS, TEMPORARY
Cattle
................................................... 2210 06
Anticipated Expenditure on
Charter Airplanes.................................
. 2140 04
Commitments
2120 01
Christmas Trees........................
. 2140 07
. Audit Evidence—See Securities
Coal Pile Quantity
..............
8320 04
. Classification in Balance Sheet
1100 02
Construction Materials .
. . 6700 08
. Disclosure of Components
2120 03
Depreciation Included in Overhead
. Insurance on Debtor
2240 04
....................................................................... 5210 02
Joint Ventures—See Joint Ventures
Gold ......................................................................... 2140 08
Nonprofit Organizations
7300 05
Goods Held for Delivery.............................. 1100 05
. Preferred Stock
7300 05
Housing Held Pending Financing
. . 7300 02
Property Held for Leaseback
2210 12
Intercompany Transfers......................
1400 08
. Real Estate Valuation
6910 03
Materiality..
...................................... 9530 01
. Securities Held for Life
Meat Packer .
................................... 2140 06
Beneficiaries
7300 06
Net Realizable Value ...
.
670008, 7300 12
. Unrealized Gains and Losses
2120 02,
Nonprofit Organizations
....................... 7300 12
5230 04- 05
Observation before Year-end
832001,
Unregistered Stock
2220 09
8320 05
. Valuation of Securities
6910 01—02
Obsolescence.
2140 02—03,8320 02
IRREGULARITIES----- See Fraud and
Overhead—See Overhead
Parts Inventories........................... 2140 05, 8320 02
Irregularities
. Perpetual Records
...................... 8320 01,8320 05
JOINT VENTURES
Plant Nursery
................................................. 2140 07
Combined Financial Statements
2220 11
Purchase Commitment Losses .... 3500 04
Equity Method
2220 03— 05 2220 11
Purchase from Stockholder ................ 8320 03
Limited Life Venture
9410 02
Recoverable Tariff Costs........................ 2130 03
Unclassified Balance Sheet
1100 03
Research and Development Work . . 5240 02
Restaurant Dishes
2210 08
LAND—See also Real Estate
Scope Limitations . .
9530 06
Cost Not Determinable
9420 23
Silver
...
8320 06
Demolition Costs
2210 03
Special Report ...
951004
Development Companies—See Retail
Standard Cost
2140 09
Land Sales
Statements Using Differing
Future Transfer of Title
2210 13
Methods
....
........................... 9510 01
Golf Course Depreciation
5210 05
Stored in Public Warehouse
. 8320 06
Purchase Option Cancellation
Trade-ins
.. .
........................ 5100 01
Costs
2210 04
Transfer Prices . ...
.5240 01
Ski Slopes
2210 07
Valuation in Business
Wholesale or Bulk Sales
6610 14
Combinations
7610 08— 10,7610 17
LAST-IN FIRST-OUT
Warehousing Costs
................ 2140 01
New Car Inventories
2140 10
Work in Process—See Work in Process
INVESTMENT COMPANIES
Open-end v Closed-end
...
6910 02
Small Business Investment
Companies
2220 07,5100 24,6910 04
Valuation of Real Estate............................... 6910 03
Valuation of Securities
6910 01— 02

INVESTMENTS, LONG-TERM
Consolidated Statements—See
Consolidated Financial Statements

AICPA Technical Practice Aids

LAUNDROMATS
Control of Cash Receipts

8200 02

LAWYERS
Advice on Auditors’ Withdrawal
9310 03
Corporate Counsel's Representation
Letter
9320 04
Issuance of Capital Stock
4110 02
Legal Fees—See Legal Fees
Out-of-Pocket Costs
2130 05

LAW

15,414

TIS Topical Index
References are to section numbers

LEASEHOLD IMPROVEMENTS
. Acquisition in Business
Combination............................................ 7610 15

LEASES----- LESSEES
Acquisition in Business
Combination.
7610
Capital Stock as Rent..............................
Disclosure in Unaudited
Statements. .
...
. Intercompany Lease Transfer
Oil Leaseholds................ 1400 10 6500 01,
Sale and Leaseback

16
4110 06
942021
140010
6500 04
2210 12

LEASES------LESSORS
Asset Ownership Verification . .
8330 02
Conditional Sales..................
5100
22
Deposits on Equipment .
310003
Operating Method.............
5100
16
Percentage of Sales Leases . .
510016,
9510 03
LEGAL FEES
Business Combinations
760005
Employee Defalcation...........................
9330 03
Patents Developed Internally
524004
. Stock Issuance Costs
4110 01,4110 03
LEGAL REQUIREMENTS
. Stock Dividends, Closely-Held
Companies ..
4150 01,4150 03,6100 07

LETTERS, ENGAGEMENT—See
Engagement Letters
LETTERS OF CREDIT
Payment Guarantees

LIBRARIES
Accounting for Books

..

6960 06

LIFE ESTATES----- See Estates
LIFE INSURANCE—See Insurance

LIMITED PARTNERSHIPS
Combined Financial Statements

1400 13,
2220 11
...
7200 05
. 1400 13,2220 11

LIMITED SCOPE—See Scope Limitations
4120 02 4210 01

LIQUIDATING DIVIDENDS

LITIGATION
Civil and Criminal Tax Liabilities
Co-owners in Divorce Suit . .
Disclosure of Possible Suit
Settlement Due Municipality
Settlement Payments
Unstated Damages

LOANS
Bank Officers and Directors
Disclosure in Unaudited
Statements
Disclosure of Contractual
Maturities

LEA

LONG-FORM REPORTS
Opinion on Supplementary
Information
Short-and Long-form Reports

955003
9550 01

LOSSES
Abandoned Venture
540001
Actuarial—See Actuarial Gains and
Losses
Allowances for Estimated Losses
5100 04
Capital Losses—See Capital Gains and
Losses
. Carryforwards and Carrybacks
5250 OS05
Contracts
Cost Overruns
530001
Cost-plus-fixed-fee
670005
Expected Losses
526001
Covered by Grants
730012
Loss per Share
550014
Purchase Commitments
350004
.
Retail Land Sales
661013
.
Sale of Property
130009
Statement of Changes in Financial
Position
130006
Uncollectible Accounts—See
Uncollectible Accounts
Unrealized Losses on Investments
2120 02

MAILING LISTS

LIABILITIES
Annuity Liability Adjustments
6960 07
. Contingent—See Contingent Liabilities
Current—See Current Liabilities
Deferred Compensation Contract
5230 06
. Deferred Taxes .
....2130 02,5250 01— 02
Indefinitely Deferred Payables
3200 05
Life Estate Retained by Donor . .
7300 13
Loan Against Insurance .
...
2240 01
. Noncurrent—See Noncurrent
Liabilities
‘‘Pay Any Day” Loans
. .
3200 09
Special Assessment Bonds
. .
2210 14
Unclassified Balance Sheet
1100 02—03
Unremitted Withholding Taxes
9310 01

.

6130 07

LOGGING—See Timber

3500 02

. .

LETTERS, REPRESENTATION—See
Representation Letters

Disclosure of Status
Equity Method

LOANS—continued
Finance Companies

.

9320 02
932006
340001
695008
310006
932003

.7400 05

MAINTENANCE COSTS
Deferral by Public Utility
Ski Slope

2210 09

.

6200 01
2210 07

MARKET VALUE—See Fair Value
MATERIALITY
Assumptions Related to Annuity
Funds
...
Fixed Assets of Private Club
Inventories in Public Warehouse
Inventory at Appraisal Value
Inventory Not Observed .
Loans to Officers and Directors
Purchase Commitment Losses
.
Write-off of Unamortized Goodwill
MEASUREMENT
Nonmonetary Exchange of
Investments
Purchase Commitment Losses .
Revenue of Governmental Units

MEAT PACKERS
Inventory

6960 07
7300 03
8320 06
6610 09
9530 01
7400 05
3500 04
2250 05

510026
3500 04
6950 08
214006

MEDICARE
Claims Receivable
6400 07—09
Current Financing Payments
640006
Deferred Claims
641002
Fees of Hospital-based Physicians
6400 04
Prescribed Reimbursement Form
9110 02
MEMBERSHIPS
Assessment for Debt Retirement
Excise Tax on Dues
Indefinite Term Memberships
Liability for Unremitted Taxes
Life Membership Fees
Unearned Revenue Classification
Voluntary Health and Welfare
Organization

5100 10
510011
510009
931001
510008
3600 01

9420 21

MERCHANT MARINE ACT
Deferred Taxes

6130 05

MERGERS—See Business Combinations

692002
525010

Copyright ©1977, American Institute of Certified Public Accountants, Inc.
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MINORITY INTEREST
Acquisition in Business
Combination............................................... 7620 06
Downstream Mergers................................... 7610 01
Intercompany Transfer of
Ownership
..........................
.... 7620 03
Investment in Water Authority
. . 6950 02
Presentation on Consolidated
Statements..................................................... 1400 02
Purchase by Parent or Subsidiary
. 7610 18

MODIFIED CASH BASIS
Credit Unions
....................................... ..6120 01
MORTGAGES----- See Noncurrent
Liabilities

MORTUARIES—See Funeral Directors
MUNICIPALITIES—See State and Local
Governments

MUSEUMS
. Depreciation of Fixed Assets............... 7300 04

MUTUAL FUNDS—See also Investment
Companies
Responsibility to Audit Dividend
Fund...........................................................................9520 02
NAME OF FIRM—See Firm Name

NEGATIVE GOODWILL
Amortization.............................................. 7610 07
. Debt Forgiven by Seller............................. 7610 05

NET REALIZABLE VALUE
Current Assets in Business
Combination
............................... 7610 08—09
Inventory of Construction
Materials ..................................................
670008
Inventory of Nonprofit
Organization........................................................ 730012
Inventory of Plants...................................... 2140 07
Land Costs......................................................
6610 13
Trade-ins...................................................................... 510001
NOMINAL VALUE
Fixed Assets of Bank ...

NONCOMPETITION AGREEMENTS .

6100 05
. . 5100 23

NONCURRENT ASSETS
Valuation in Business Combination . . .
....................................................................................761013

NONCURRENT LIABILITIES—continued
. Present Value of Annuity .
3200 07,6960 07
Refinanced Debt
...
3200 06
Special Assessment Bonds
2210 14
. Unamortized Debt Discounts
.3200 01—04
NONMONETARY TRANSACTIONS
Contributed Services
. .
. Exchange of Intercompany
Investments.....................
Exchange of Real Estate

5100 26
6600 07

NONRECIPROCAL TRANSFERS
. Common Land of Homeowners
Association........
. Definition
. . .

2210 11
7300 07

7300 07

NOT-FOR-PROFIT ORGANIZATIONS
. Accounting Policies Disclosure
6935 01
. Additions to Fixed Assets
7300 03
. Annuity Funds . .
7300 10
. Audit Guide Applicability
6920 06
Audit Guide for Nursing Homes
6410 04
Club as Voluntary Health and Welfare
Organization
6920 02
. Combined Financial Statements
. 6400 02
. Contributions—See Contributions
. Custodial Funds
....
7300 09
. Depreciation . .
6920 08, 7300 03— 04
Equipment Rented to Patients
5100 22
. Equipment Replacement Funding
2210 16
Equity Method for Investments .
7300 05
Funds—See Fund Accounting
.
Gifts in Kind . .
6920 03
. Grants-in-Aid
7300 08
.
Income Statement Format
7300 01
Inventory Pricing
7300 12
.
Land, Future Transfer of Title
2210 13
.
Life Estate Retained by Donor
7300 13
Minority Housing Association
7300 02
Religious Order
..
6920 06
. Retirement Home Admittance Fee . .
........................
.
5100 21
. Securities Held for Life
Beneficiaries
. .
7300 06
. Statement of Changes in Financial
Position
1300 07
Transfers Between Funds
6950 07

NOTES PAYABLE—See Noncurrent
Liabilities
NONCURRENT LIABILITIES
Add-on Interest ..............
........... 3200 04
NOTES RECEIVABLE
Amortization of Placement Fee ........... 3200 06
Cash Equivalents
660006
Billings in Excess of Costs...................... 6700 09
Mortgage Placement Fees
510014
Callable Convertible Debentures .... 5500 08
.
Note from Reorganized Debtor
9330 02
Classification of Subordinated Debt.
NOTES TO FINANCIAL STATEMENTS----........................................................................... 613006
See also Disclosure
Convertible Debentures.................................... 550009
. Comparative Statements .
. .
1100 07
Cost of Living Adjustments
................. 5220 02
. Equipment Replacement Funding . . . 2210 16
Debentures with Warrants
4130 01—02
Inventory Pricing Method
. .
6700 08
Debt Assumed by Stockholders........... 3200 08,
. Litigation Settlement Due
4160 01
Municipality
6950 08
Debt Issuance Costs
................................ 3200 01
Omission from Statements
9390 04,
Deferred Taxes...................... 2130 02,5250 01—02
9420 24
Disaster Relief Loans
.... 5220 04
Prior
Period
Adjustments
.
.
6920 08
. Extinguishment of Debt..................................... 320006
Retained Earnings Transferred to
Government Established Interest
423001
Rates............................................
522004 Capital Stock
.
Temporary Investments
212003
Indefinitely Deferred Payables............... 3200 05
Industrial Revenue Bonds................................ 221014
NURSERIES
Interest—See Interest Expense
. Inventories
214007
Members' Debt Retirement
Assessment .................................................... 5100 10
NURSING HOMES
Mortgage Payment by Seller................... 2210 01
Admittance Fee
510021
Mortgage Placement Fees . . . 3200 06, 5100 14
. Annuity Funds
730010
Mortgage Points.................................................. 5100 13
. Applicability of Audit Guide
641004
Notes Held in Escrow
.................................. 3200 08
Cost Allocation .
641003
“Pay Any Day" Loans...............................
320009
. Deferred Medicare Claims
641002
Depreciation
6410 02,6410 04
Placement Fee on Extinguished
Debt.......................................................................3200 06
Equipment Rented to Patients
510022

AICPA Technical Practice Aids

NUR
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OBJECTIVITY
. Internal Audit Staff

.................................. 9520 03

OFFSET RIGHTS
Loan against Insurance...........
2240 01
. Percentage of Completion Method
........................................................................ 1100 04

OIL COMPANIES----- See Extractive
Industries
OPINIONS, APB----- See TIS Appendixes
OPINIONS, AUDITORS’—See Auditors'
Reports

OPTIONS
Acquisition of Control................
1400 07
Cancellation Costs..............................
. 2210 04
Commodity......................................................
8340 05
Sale with Repurchase Option ...
. 6600 03
. Stock Options—See Stock Options and
Stock Purchase Plans
ORGANIZATION COSTS
Paid with Capital Stock...................... 4110 03

ORPHANAGES
Gifts in Kind...........................................

6920 03

OVERHEAD
.
Auxiliary Enterprises of Colleges . . 6960 04
Change in Application Method ...
921005
Coal Production Royalties ...................... 6500 03
.
Construction Contracts....
6700
04
Depreciation Included in Inventory
........................................................................................521002
Rebuilt Parts Inventory.............................. 2140 05
Research and Development
. 5240 05
Standard Cost Inventory Valuation
2140 09
Warehousing Costs
................................. 2140 01

PAID-IN CAPITAL—See Contributed
Capital

PARTS INVENTORIES
Observation of Inventory
. Rebuilt Parts........................................

PERCENTAGE OF SALE LEASES
. Income Statement Presentation
. Special Audit of Sales

7200 03
7200 01
7200 05

7200 02
832002
2140 05

PATENTS
Developed Internally
License Termination Fee
. Percent of Sales Royalties . .

524004
510020
529001

PATRONAGE DIVIDENDS

4210 03

"PAY ANY DAY” LOANS
Financial Statement Presentation 3200 09
PAYABLES----- See Current Liabilities

PAYROLL
Audit of Pension Fund

. 5100 16
9510 03

PERSONAL FINANCIAL STATEMENTS----See also Proprietorships
. Investments on Cash Basis .
1600 01
. Investments on Equity Method . . . 1600 02—
03
. Separation of Personal and Business
Matters
7100 01
. Tax Deferral of Investments
1600 03
Valuation of Probated Property
. 1600 04

9410 04

PIECEMEAL OPINIONS
PLEDGES
Allowance for Uncollectibles
Confirmation of Receivables

OTHER AUDITORS----- See Reliance on
Other Auditors’ Reports

PARTNERSHIPS
Deferred Franchise Taxes
Drawings in Excess of Capital .
. General Corporate Partner
Joint Ventures—See Joint Ventures
Limited—See Limited Partnerships
Provision for Income Taxes
.

PERCENTAGE OF COMPLETION
METHOD—continued
Condominium Sales
660002
Income Calculation
670003
Investment on Equity Method
. .
2220 03
. Offsetting Billings against Costs
.1100 04
Retained Percentages
6700 05— 06
Short-term Contracts
5100 18
Statements Based on Different
Methods
6700 07

6960 05
6920 04

.

POLITICAL CONTRIBUTIONS—See
Contributions
POOLING OF INTERESTS METHOD
Abandoned Merger
762009
Acquisition of Division
762008
Assets Exchanged for Stock
763001
Assumption of Debt Securities
7620 14
Contingent Bailout Provisions
762015
Contingently Issued Stock
762013
Discount on Exchanged Stock
7630 02
Indirectly Owned Subsidiaries
762001
Nonvoting Stock Outstanding
762012
Related Companies
7620 03— 07, 7620 12
Repurchase of Warrants
762017
Spin-off of Subsidiaries
762010
Treasury Stock
7620 11,7620 16

PREFERRED STOCK—See Capital Stock
PREPAID EXPENSES
Stock Issued to Employee

4110 05

PREPAID REVENUE—See Unearned
Revenue

PRESCRIBED REPORT FORMS
Auditors’Opinions
9110 04
Bank Forms
. .
9420 15
Disclaimer of Opinion
9110 01—02
Inadequate Disclosure
9110 01
Medicaid Reimbursement Form
9110 02
Report of
Comments/Recommendations
9110 04
PRESENT VALUE
Annuity Liability Adjustments
Deferred Compensation Contract
Example of Calculation for Annuity

696007
5230 06

693004
3200 07
Facility Constructed by
PENSIONS AND RETIREMENT PLANS
Municipality
2210 14
Actuarial Gains and Losses
523003
Government Established Interest
Disclosure
.................................................
9410 03
Rates
5220 04
Excess Contribution Carryover
5230 02
Imputed Interest Rates
5220 04 6610 10—
Investments of Pension Fund
691002
11
Payroll Audit
693004
Securities Held in Street Name
8310 02
PRICE LEVEL ADJUSTMENTS
Unit Credit Method
..523003
Interest Expense
5220 02
Unqualified Plans
523002
Unrealized Gains and Losses
212002, PRINCIPAL AUDITORS
Definition
9520 01
5230 04— 05

PERCENTAGE OF COMPLETION METHOD
Audit Evidence
.
6700 02—03

OBJ

PRINTERS
Short-Term Printing Contracts

5100 18

Copyright ©1977, American Institute of Certified Public Accountants, Inc.
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PRIOR PERIOD ADJUSTMENTS
Change in Tax Election .............................. 9210 06
Contract Cost Overruns........................... 5300 01
Correction of Error—See Accounting
Changes
Depreciation Accounting Adopted
. .
....................................................
6410 04, 6920 08
Excess Pension Contribution
Carryover
...............
. . 5230 02
PROBATE
Valuation of Property

.1600 04

PROFIT SHARING PLANS
Employee Savings Funds
.
Financial Statements................................
Investments of Fund

6935 02
6935 01
.691002

PROPERTY TAXES
Confirmation of Taxes Receivable
6950 05
. Special Assessment Bonds............................. 221014
Tax Accrual Date
........................................ 5100 05
PROPRIETORSHIPS—See also Personal
Financial Statements
Consolidation with Corporation .... 140002
Income Tax Provision...........................
7100 02
Separation of Personal and Business
Accounts ..................................
7100 01

PUBLIC UTILITIES----- See Regulated
Industries
PUBLIC WAREHOUSES----- See Warehouses

PURCHASE METHOD
Acquisition of Division........................... 7620 08
Goodwill—See Goodwill
Initiation, Consummation, and
Resolution ...................................................
7600
Minority Interest Acquisition
. 7610
Spin-off of Subsidiaries................................ 7620
Valuation of Acquisition ................... 7610 06—

04
18
10
13

PURCHASES, BULK—See Bulk Purchases

QUALIFIED OPINIONS
Change in Estimate
...
9210 03
Departure from GAAP
2210 09; 6610 09
Nonprofit Organization’s Fixed
Assets
.............................. 7300 03— 04
Scope Limitations .
9530 07
Uncertainties
9320 03 9530 07
Unsettled Medicare Claims ..
6400 08
QUASI-REORGANIZATIONS
Deficit Carried Forward
.4220 03
Definition...................................
. . ..4220
Elimination of Deficit.............................4220 02—
Permanent Tax Benefits
5250
Write-up of Assets
.. .
4220

RADIO
Broadcast Time

................................

01
03
06
01

REAL ESTATE COMPANIES----- See also
Retail Land Sales
Brokerage Commissions
Unclassified Balance Sheet

. 2210 14
691003
833001
661004
6610 14
932005

6600 01
6610 02

REALIZABLE VALUE—See Net Realizable
Value

REALIZATION
Criteria

5100 25, 5100 27

RECEIVABLES
. Accrued Interest on Doubtful
Accounts
.
2130 01
. Change in Estimated Uncollectibles
. .
921008
Commission Income
630001
Commitment Letters
510014
Completed Contract Method
670009
Confirmations—See Confirmations
Contract Cost Overrun
530001
.
Cost-plus-fixed-fee Contracts
670005
Cycle Billing
620002
Disclosure of Loan Maturities
613005
.
Disclosure of Receivables Sold
2130 04
Discounting Long-term Receivables
6610 10- 11
Discounts on Long-term Loans
6130 07
Disputed Acquisition Price
761014
.
Factoring
834001
Loans to Officers and Directors
7400 05
Medicare Claims
6400 07— 09,6410 02
. Notes
.
.
5100 14,6600 06,9330 02
. Offsetting Billings Against Costs
1100 04
. Out-of-Pocket Costs
213005
Pledges
6920 04 6960 05
. Recoverable Tariffs
213003
Scope Limitations
9530 01, 9530 06
Taxes
695005
Unbilled
620002
Uncollectible Accounts—See
Uncollectible Accounts

RECORDS, ACCOUNTING----- See
Accounting Records
RECOURSE TRANSACTIONS
Receivables Sold to Bank
REFUNDS
Conditional Sales
Deposits on Leased Equipment
Unclaimed

213004

510022
3100 03
630003

5100 02

REAL ESTATE—See also Land
Accrual Method.........
6600 05,6610 03— 04
Allocation of Costs to Parcels Sold
......................................................... 6610 09,6610 13
Allocation of Development Costs
6610 06- 07
Apartment Furnishings
Depreciation .
...
.5210 03
Appraisal Value of Inventory
6610 08— 09
Commission Paid to Purchaser
2210 02
Condominium Sales
6600 02
Demolition Costs
.
. 2210 03
Deposit Method
...
. 6600 05
Exchange of Property
660007
Golf Course Depreciation
521005
Inadequate Buyer Investment
660005
Mortgage Payment by Seller
221001
Note as Cash Equivalent................................. 660006
Property Held Pending Financing
7300 02
Release Provisions
. .
660004
Sale with Repurchase Option
660003

AICPA Technical Practice Aids

REAL ESTATE—continued
Special Assessment Bonds
.
Temporary Investments
.
Title Verification
.
Unimproved Land
.
Wholesale or Bulk Sales of Land .
.
Zoning Change

REGULATED INDUSTRIES
Cycle Billing
Deferral of Maintenance Costs
Intercompany Tax Allocation
Power Service Rights
Reasonable Rate of Return
Research and Development Costs

620002
620001
525009
620003
140011
5240 05

REGULATION A CORPORATIONS
Audit Requirements

941001

RELATED PARTIES----- See also Affiliates
Disclosure of Owner-Manager
Salary
740004
Loans to Officers and Directors
7400 05
Unaudited Financial Statements
9420 25
RELEASE PROVISIONS

RELIANCE ON OTHER AUDITORS’
REPORTS
Definition of Principal Auditor
Equity Method for Investments
Reliance on Internal Auditors

660004

9520 01
2220 11
9520 03

REL

15,418
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RELIANCE ON OTHER AUDITORS’
REPORTS—continued
Responsibility to Audit Dividend
Fund ....................................................................9520 02
Special Audit of Sales..............................
9510 03

RELIGIOUS ORDER
. Audit Guide Applicable............................. 6920 06

REORGANIZATIONS----- See QuaslReorganizations
REPLACEMENT COST
. Business Combinations........................ 7610 09
Hospital Equipment Replacement
2210 16
Inventory Purchased from
Stockholder............................................... 8320 03
Leasehold Improvements...................
7610 15

REPOSSESSIONS—See Foreclosures
REPRESENTATION LETTERS
Corporate Counsel’s Letter............................. 932004
. Date................................................................................. 943003
. Failure to Obtain Letter.................................... 953004
Unaudited StatementEngagements ...................... , ................ 9420 17
RESEARCH AND DEVELOPMENT
Conducted for Others......................................... 524002
. Development Stage Enterprises . ... 5240 03
Disclosure Requirements...........................
524005
. Patents Developed Internally
.5240 04
Relation to Factory Overhead .
524005
RESERVES
Future Insurance Claims................
6300 04
.
Holdback Accounts........................................
213004
. Uncollectible Accounts—See
Uncollectible Accounts

RESTAURANTS
One-cent Sales........................................... 5100 07
Valuation of Dishes
...................................... 2210 08

RETAIL LAND SALES----- Sea also Real
Estate
. Accrual v. Installment Method

.

.
.

.

6610 03—
04
Allocation of Costs ....................... 6610 09, 6610 13
Cemetery Lots......................................
. 6610 12
Cost/Sales Ratio.............................................. 6610 13
Discounts....................................................661010—11
Loss on Abandoned Project. . . . 5400 01
Nonreciprocal Transfers................................. 221011
Reacquisition of Sales Contract.............6610 05
Unimproved Real Estate...................................661004
Wholesale or Bulk Sales.................................... 661004

RETAIL STORES
Observation of Inventories............. 8320 05
Percent of Sales Leases........................
5100 16
RETAINED EARNINGS
. Deficits—See Deficits
Dividends—See Dividends
Liquidating Dividends Written off
. . 4210 01
. Pooling of Interests Method
. . . 7630 01— 02
Stock Dividends, Closely-Held
Companies....................... 4150 01, 4150 03, 6100 07
. Tax Effect of Undistributed
Earnings........................................................... 525007
. Transfer to Capital Stock.................................423001

RETIREMENT HOMES
. Admittance Fee..............................................
510021
Annuity Funds..................................................... 7300 10
Donated Equipment Rented to
Patients................................................................... 510022
RETIREMENT PLANS----- See Pensions and
Retirement Plans

REVENUE
. Broadcast Time .............................
. City Owned Hospital...................

REL

. 5100 02
. 6400 10

REVENUE—continued
. Colleges and Universities Summer
Sessions .
6960 09
Commissions—See Commissions
. Conditional Sales
5100 22
Condominium Sales
.6600 02,6700 08
Contract Cost Overruns
. 5300 01
Contracts Obtained for Others . .
5100 27
. Contributions ...
692006
Delayed Recognition Method
2130 04
Discounts—See Discounts
Excise Tax on Club Dues
5100 11
. Executory Contracts
. 3500 01
. Financing Charges—See Financing
Charges
Franchise Fees—See Franchises
Free Service Contracts
5100 06
Gain on Involuntary Conversion
5400 03
. Gain on Nonmonetary Exchange of
Investments .
5100 26
Gain on Sale of Coins
6100 06
Hospital Supported Medical School
...................................
.
6400 11
Interest—See Interest Revenue
Litigation Settlement in
Installments .
.
.
6950 08
. Medicare Fees of Physicians
6400 04
Members' Debt Retirement
Assessment .
.
...
510010
. Membership Fees
3600 01,5100 08— 11
.
Mortgage Placement Fee
5100 14
.
Mortgage Points
... .
510013
Noncompetition Consideration
5100 23
One-cent Sales
.
.
5100 07
. Partially Completed Goods
5100 19
Parts Completed Not Shipped
5100 25
Percentage of Completion Method
6700 03
. Pledges
...
6920 04,6960 05
Prepaid Funeral Plans
5100 04
.
Property Tax Accrual Date
5100 05
Rent
510016
.
Research and Development Work
5240 02
Reserve for Insurance Claims
6300 04
Retained Percentages of Contracts
.......................
.
6700 06
. Retirement Home Admittance Fee
..................................................
5100 21
Short-term Printing Contracts .
5100 18
. Termination of Patent License . .
5100 20
Trade-ins ....
510001
. Transfers Between Funds
. . 6950 07
. Unclaimed Refunds
....................
6300 03
Unearned Revenue Classification
3600 01
. Wholesale or Bulk Sales of Land
6610 14

ROYALTY AGREEMENTS
Coal Production Royalties
. Patent License Termination Fee
. Percent of Sales .
.

RULE OF 78s

.....................

6500 03
5100 20
5290 01
6130 03

SALARY EXPENSE—See Compensation

SALES----- See also Revenue
Allocation of Land Costs
6610 13
Auto Sales Commissions ...
1200 01
. Bargain—See Bargain Sales
Conditional Sales
.
. .
5100 22
Condominiums................................
6600 02
. Discounts—See Discounts
One-cent Sales...............................
5100 07
. Option to Repurchase ...
660003
. Parts Completed Not Shipped
. 5100 25
. Percentage-of-Sales Rent.
5100 16, 9510 03
. Percentage-of-Sales Royalties .
. 5290 01
Product Sold at Loss . .
7300 12
Property..
1300 09
. Receivables Sold to Bank .
2130 04
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SALES—continued
Release Provisions.................................. 6600 04
Research and Development Work . . . 5240 02
Sale and Leaseback—See Leases—
Lessee
Special Audit of Sales ....
... 951003
SAMPLING—See Statistical Sampling

SAVINGS AND LOAN ASSOCIATIONS
Valuation of Repossessed Property
................................................... 611001
SAVINGS FUNDS
Applicability of Audit Guide ...

SPECIAL REPORTS
Cash Basis—See Cash Basis
Comments and Recommendations
Reports ....
9110 04.9390 03
. Date of Directors’Examination
6100 01
Inventories
951004
Prescribed Report Forms
911001—02
Sales Audit
. .
951003
. Statements Using Differing
Methods .
9510 01
SPECIFIC IDENTIFICATION METHOD
New Car Inventories
2140 10

6935 02

.

SCHOOLS—See also Colleges and
Universities
Accreditation of Private Schools .
6960 08
Applicability of Audit Guide
.................... 6960 08
Consistency in Cash Basis
Statements...............................
6950 03
School Construction Trust
. . ..9390 03
Teachers’ Salaries........................................ 3100 05

STANDARD COSTS
. Inventory Valuation

2140 09

STATE AND LOCAL GOVERNMENTS
Accrual Basis for Revenue
6950 08
. Appropriations to Support
Education
. .
6400 11
Compliance Reports—See Compliance
Reports
. Confirmation of Taxes Receivables
6950 05
SCOPE LIMITATIONS
. Departures from Audit Guide
6960 01
Auditors' Request to Extend Scope . . .
.............................................................................. 9310 03
Inadequate Records of Fixed
Assets
.
6950 09
Distinction Between Scope
Limitations............................................... 9530 06
. Indian Tribes
6950 01
Inadequate Internal Control................... 9530 07
. Investment in Water Authority
6950 02
Municipality Financed Facility
2210 14
Inventories Not Observed .
. 9530 01—02,
9530 06
. Prescribed Forms—See Prescribed
Receivables Not Confirmed................... 9530 06
Report Forms
. Property Tax Accrual Date
510005
Representation Letter Not
Obtained..........
9530 04
Real Estate Zoning Change
932005
Specification of Limitations
953005,
School Construction Trust
939003
. School District's Statements
695003
9550 02
Transfers Between Funds
695007
Specification of Procedures in
Management Letter
...
. 9420 16
STATEMENT OF CHANGES IN
Unaudited Statements
............................ 9530 03
FINANCIAL POSITION
Write-up Work
....
..............9420 08— 10
Cash Flow Statements
1300 02
. Change in Depreciation Method
1300 08
SECURITIES—See also Investments
Held in Street Name ...
.... 831001—02
Changes not Affecting Working
Personal Financial Statements
. . 1600 01 —
Capital . .
130008
03
Comparative Statements
1300 03— 04
Disclaimer of Opinion
941004
Reliance on Bank’s Custodial
Report .
...........................................
8310 01
Elements of Working Capital
130004
Loss from Operations
130006
SECURITIES AND EXCHANGE
Not-for-profit Organizations
130007
COMMISSION
Omitted from Financial Statements
Audit Requirements......................
9410 01
.................................................................................. 130005
Fair Value of Capital Stock .
4110 03
Omitted from Unaudited
Quasi-reorganizations ................ 4220 01, 4220 03
Statements
942002
Releases—See TIS Appendixes
. Reclassification of Assets
221012
Sale of Property
130009
SECURITIES DEALERS----- See Brokerage
Title of Statement
1300 01 — 02
Firms
SELLING EXPENSES
Coal Production Royalties
Cost Allocation
.
Franchisors
Free Service Discount
One-cent Sales
Prepaid Funeral Plans.................................
Real Estate Broker
Royalties .
.........................
...
Warehousing Costs......................
.

650003
5240 01
694001
510006
510007
5100 04
6600 01
5290 01
2140 01

SHIPBUILDERS
Tax-Exempt Shipbuilding Fund

. 5250 10

SKI SLOPE
Development Costs .

2210 07

SMALL BUSINESS ADMINISTRATION
Disaster Relief Loans..............
SMALL BUSINESS INVESTMENT
COMPANIES
Equity Method for Investments .

Loan Discounts Revenue
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5220 04

2220 07,
6910 04
5100 24

STATEMENT OF FINANCIAL POSITION----See Balance Sheet
STATEMENT OF INCOME—See Income
Statement

STATEMENTS, APB----- See TIS Appendixes

STATEMENTS, FASB----- See TIS
Appendixes
STATEMENTS OF POSITION (AICPA)----See TIS Appendixes

STATEMENTS ON AUDITING
STANDARDS-See TIS Appendixes

STATISTICAL SAMPLING
Block Sampling
Rental Assets Verification

8210 01
8330 02

STOCK DIVIDENDS AND STOCK SPLITS
Banks .
6100 07
Closely Held Corporations
4150 01 4150 03,
6100 07
Dividend Decreases Market Price
4150 02

STO
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STOCK DIVIDENDS AND STOCK SPLITS—
continued
Earnings per Share .
5500 15
STOCK OPTIONS AND STOCK
PURCHASE PLANS
Compensation Costs
4140 01— 02,
Disclosure of Plan Not in Force
Disqualifying Dispositions
.
Earnings per Share
4140 02 5500

4140 05
4140 02
4140 04
12— 14
5500 16
Liability to Redeem Shares
4140 03
Measurement Date
4140 01—02
Moving Exercise Price .
4140 01
Option Price below Market Price
4140 05
Restricted Stock
4110 05
Stockholders' Buy-Sell Agreement
. . 2240 02, 9390 01
Treasury Stock Acquisition
762011

Treasury Stock Acquisition

762011

STOCKHOLDERS’ EQUITY
Capital Appropriations
510010
Contributed Capital—See Contributed
Capital
Minority Interest—See Minority
Interest
Paid-in Capital Combined with
Deficit
. .
4220 02— 03
Patronage Dividend Certificates
4210 03
Quasi-reorganizations—See Quasireorganizations
Retained Earnings Transferred to
Capital Stock
423001
Stock Dividends for Banks
610007
Subordinated Debt
613006

SUBCHAPTER S CORPORATIONS
Dividends in Excess of Retained
Earnings
. .

7910 01

SUBSEQUENT EVENTS
Defalcation Discovery
Note from Reorganized Debtor
Representation Letters
Tax Penalties .
...
Unremitted Withholding Taxes

9330 03
9330 02
9430 03
3100 04
9330 01

.

.

SUBSIDIARIES----- See Affiliates
SUPERMARKETS
Percent of Sales Leases

SUPPLEMENTARY FINANCIAL
INFORMATION
Auditors’ Opinion . .

SYSTEMATIC AND RATIONAL
ALLOCATION
Expense Recognition Principle
TARIFFS
Recoverable Tariffs Receivable

5100 16

9550 03

2210 15
2130 03

6100 02- 04
2130 02,
5250 01- 02

Domestic International Sales
Corporations
7920 01— 02
Expected Loss on Contract . .
5260 01
Extraordinary Gain Exceeds Operating
Loss
.
5250 03
Gain on Involuntary Conversion
5400 03
Installment Sales
...
.2130 02
Intercompany Profits
1400 08, 5250 08— 09
9320 02
Loss Carryforwards and
Carrybacks
.............................
5250 03— 05
Minimum Tax on Preference Items
............................................................... 6100 04
Partnership Franchise Taxes .
. .7200 03
Permanent Tax Benefits
5250 06

STO

160003
213004
5250 10
525007

TAX-EXEMPT ORGANIZATIONS----- See
Not-for-profit Organizations
TAXES
Accounting Changes
2140 10
Carryforwards and Carrybacks—See
Carryforwards and Carrybacks
Change in Election
9210 06
Confirmation of Taxes Receivable
6950 05
Effects of Business Combination
7610 12
Excise Tax on Club Dues
5100 11, 9310 01
Partners' Income Taxes
720002
Partnership Franchise Taxes
720003
Penalties
3100 04 9320 02
Political Contributions
931002
Property Tax Accrual Date
510005
Proprietorship-Corporation
Consolidated Statements
140002
Proprietorship Financial
Statements
710002
Receivables Sold to Bank
213004
Special Assessment Bonds
221014
Support of City Owned Hospital
6400 10
Tariffs—See Tariffs
Tax Return Jurats
911002
Tax Return Sent to Third Parties
9420 22
Unrecorded Tax Liability
931001
Unremitted Withholding Taxes
9330 01

TELEVISION
Broadcast Time
Cable TV Subscriptions

5100 02
2250 04

TIMBER—See also Trees
Log Pond Dredging Costs
Ski Slope Development
Uncertain Timber Commitment

221015
221007
3500 01

TIMING DIFFERENCES
Receivables Sold to Bank

213004

TIRE DEALER
Observation of Inventory by
Auditor

832005

TITLE PLANT

630005

TRADE-INS
Sales Discounts
TRANSFER PRICES

TAX ALLOCATION
Bank’s Allowance for Loan Losses

Classification of Deferred Taxes

TAX ALLOCATION—continued
Personal Investments
Receivables Sold to Bank
Tax-Exempt Shipbuilding Fund
Undistributed Earnings of
Subsidiary

510001

1400 08, 5240 01

TREASURY STOCK
Acquisition Prior to Merger

In Excess of Capital Surplus
Major Stockholder Bought out

7620 11
7620 16
4120 03
4120 02—
03

TREASURY STOCK METHOD

550009

TREES----- See also Timber
Christmas Tree Inventory
Depreciation of Golf Course

214007
521005

TRIAL BALANCES
Computer-prepared

9420 11

TRUCKING COMPANIES
Franchise Rights

2250 03

TRUSTS
Cemetery Perpetual Care
Income Trust Corpus as Assets
Indenture Compliance Audit
Prepaid Funeral Plans
. Securities Held for Life
Beneficiaries
Trust-Trustee Transactions

750001
7500 01
939003
510004
730006
939003
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TUXEDO RENTALS
Depreciation

VALUATION—continued
Bank's Assets at Nominal Value
6100 05
Bulk Purchases
7610 09
Business Combinations—See Business
Combinations
Exchange of Intercompany
Investments
5100 26
Exchange of Real Estate
6600 07
Fair Value—See Fair Value
Fixed Assets of City
6950 09
Gifts in Kind
6920 03 7300 13
Good Faith Value
6910 03
Historically Based Appraisal Values
6960 02
Inventories—See Inventories
Investment Company Securities
6910 01- 02
. Investment in Real
Estate
691003
Library Books
696006
Meat Packers' Inventories
214006
Nominal Value—See Nominal Value
Nonreciprocal Transfers
221011
Obsolete Inventory
2140 02— 03
Probated Property
160004
Reacquired Sales Contract
661005
Repossessed Property
611001
Stock Dividends—See Stock Dividends
and Stock Splits
. Temporary Investments
212003
Trade-ins
510001
Unregistered Stock
222009

5210 04

UNAUDITED FINANCIAL STATEMENTS
Adverse Opinion
9420 03
Association with CPA .
9420 05, 9420 12,
9420 24
Attachment of Disclaimer
942019
Balance Sheet Only
942001
Cash Basis
942014
Computer-prepared
9420 11— 12 9420 24
Confirmation Request Forms
834006
Dates on Cover
990003
Disclaimers—See Disclaimers of
Opinion
Disclosure, Loan and Lease
Agreements
942021
Disclosure of Accounting Policies
9420 04
DiscontinuedOperations
942026
Incomplete Disclosure
9420 06— 07
Interim Accounting Policies
Disclosure
9420 04
Land Costs Not Determinable
. 9420 23
Marked as Unaudited
9420 18, 9530 03
Prescribed Report Forms
9110 01— 02
Related Party Transactions
9420 25
Representation Letters
9420 17
Restricted to Internal Use
9420 06— 07,
9420 09
Scope Limitations
.9530 03
Special Report on Inventories
9510 04
Specification of Procedures
. 9420 16
Statement of Changes Omitted
9420 02
Statements on Bank Forms
9420 15
VENDING MACHINES
Tax Return Sent to Third Parties
. 9420 22
Control of Cash Receipts
Use of CPA’s Letterhead........................... 9420 05
Write-up Work
9420 08— 10, 9420 24
VENTURES—See Joint Ventures
UNCERTAINTIES
VOLUNTARY HEALTH AND WELFARE
Co-owners in Divorce Suit
9320 06
ORGANIZATIONS- See Not-for-Profit
DiscontinuedOperations
9420 26
Organizations
Going Concern
9320 01, 9330 01, 9410 02,
9420 26
WAREHOUSES
Litigation
....
9320 03
Inventories in Public Warehouse
Medicare Claims
. 6400 08— 09
Warehousing Costs in Inventory
Real Estate Zoning Change
9320 05
Representation Letters
.... 9320 04
Retail Land Sales
..............
.6610 13
UNCOLLECTIBLE ACCOUNTS
.. .2130 01
Accrued Interest
Bank’s Allowance for Loan Losses
6100 02- 04
.9210 08
Change in Accounting Estimate
6700 05
Cost-plus-fixed-fee Contracts
6400 07,
Disallowed Medicare Claims
6400 09
2130 05
Out-of-Pocket Costs
6960
05
Pleges Receivable.............
2130 04
Receivables Sold to Bank
9330 02
Subsequent Events

UNDERWRITING GAINS AND LOSSES
6930 03

UNEARNED REVENUE
Classification
Funeral Plans
. .
Interest
Reserve for Insurance Claims

3600
5100
5100
6300

UNEMPLOYMENT INSURANCE
Estimated Claims

3100 01

01
04
12
04

UNIT CREDIT METHOD

Actuarial Gains and Losses
UNUSUAL ITEMS
Gain on Sale of Coins

5230 03

8320 06
2140 01

7620 16- 17
5500 11
4130 01-02

WEIGHTED AVERAGE SHARES
Interim Periods

5500 03

WORK IN PROCESS
Inventory of Construction
Materials
Sale of Partially Completed Goods

6700 08
5100 19
5100 18
7610 17

Short-term Contracts
Valuation in Merger

WORKING CAPITAL
Elements of Working Capital

1300 04

WORKING PAPERS
Stockholders' Equity

4230 01

WRITE-DOWNS
Inventory of Construction
Materials

670008

WRITE-OFFS
Deficit After Quasi-reorganization
Unamortized Goodwill
Uncollectible Accounts

4220 03
225005
213005

6100 06

VALUATION
Allocation of Land Costs
6610 09, 6610 13
Appraisal Value for Real Estate
6610 08—
09, 9420 23
Asset Write up in Quasi
reorganization
4220 01
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WARRANTS
Business Combinations
Earnings per Share
Issued with Debentures

820002

WRITE-UP WORK
Computer-prepared
Disclaimers of Opinion
WRITE-UPS
Quasi-reorganizations

9420 11— 12 9420 24
9420 08— 10

4220 01

WRI
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STATEMENTS OF POSITION

ACCOUNTING STANDARDS DIVISION

Introduction
Statements of Position of the Accounting Standards Division are
issued to influence the development of accounting standards in
directions the Division believes are in the public interest and,
in certain circumstances, to propose revisions or clarifications to
recommendations on accounting standards contained in industryoriented Audit Guides and Accounting Guides published by the
American Institute of Certified Public Accountants. Statements
of Position of the Accounting Standards Division do not estab
lish standards enforceable under the Code of Professional Ethics
of the American Institute of Certified Public Accountants.

AICPA Technical Practice Aids

Introduction
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ACC Section 10,000

STATEMENTS OF POSITION
Issued by the Accounting Standards Division
American Institute of Certified Public Accountants

TABLE OF CONTENTS
Paragraph

Section

10,010

Recognition of Profit on Sales of Receivables with
Recourse (SOP 74-6)
Letter to Chairman, Financial Accounting Standards
Board, dated June 14, 1974 (page 16,551)
Introduction .................................................................................. 01-.04

Terminology.................................................................................. 05-.11
Background and Nature of Transactions.............................. 12-.18
Current Practice........................................................................... 19-.28
Delayed Recognition Method............................................. 21-.23

Immediate Recognition Method........................................ 24-.28
Additional Accounting Method

.............................................29-.34

Present Accounting Literature.................................................. 35-.40
Revenue and Profit Recognition........................................ 36-.38

The Current Trend................................................................. 39-.40
The Division’s Position.............................................................. 41-.49

Application of the Delayed Recognition Method............ 43-.47

Disclosure

10,020

............................................48-.49

Financial Accounting and Reporting by Colleges and
Universities (SOP 74-8)
Letter to Chairman, Financial Accounting Standards
Board, dated August 31, 1974 (page 16,851)

Background Information........................................................... 01-.06

Recommendation

........................................................................ 07-.09

Chapter 5:2, Current Funds, College and University

Business Administration .................... .
Chapter 5:7, Illustrative Exhibits, College and Univer
sity Business Administration ....................................
Chapter 5:6, Chart of Accounts, College and Univer
sity Business Administration.......................................
AICPA Technical Practice Aids

.10

.11
.12

Contents

16,502

Table of Contents

Paragraph

10,030

Financial Accounting and Reporting by Face-Amount
Certificate Companies (SOP 74-11)
Letter to Chairman, Financial Accounting Standards
Board, dated December 10, 1974 (page 17,151)

10,040

Background Information

.01-.04

Recommendation

.05-.06

Reasons for Recommendations

.07-.08

Accounting Practices in the Mortgage Banking Industry
(SOP 74-12)
Letter to Chairman, Financial Accounting Standards
Board, dated December 30, 1974 (page 17,451)

.01-.04

Introduction
The Mortgage Banking Industry

.

Basis of Valuation of Mortgage Loans Owned
Current Industry Practice
Cost Valuation Method
Lower of Cost or Market Valuation Method

The Division’s
Loans Held
Loans Held
Loans Held
Loans Sold

Position
for Sale
for Market Recovery
for Long-term Investment
Under Repurchase Agreements

Definition of Lower of Cost or Market
Current Industry Practice

.05-. 10

.11-.21
.11-.15
.14
.15

.

.16-.21
.16
.17
.18-.20
.21

. .22-.32
... .22-.24

The Division’s Position
.25-.32
Computation of Market
. .
.26
Valuation Dates and Subsequent Changes in Mar
ket Conditions
.27
Subsequent Recoveries of Previous Writedowns .
.28
Excess of Interest Paid Over Interest Received
During the Period Mortgages Are Held Pend
ing Sale to Investors
.29
Servicing Fee Rates at Other Than Current
Market
...................................30-.32

Accounting for Transactions with Affiliates
. .
.33-.41
Current Industry Practice
...................... 33-.34
The Division’s Position
...
... .35-.41

Classification of Balance Sheets
Current Industry Practice
The Division's Position

. .42-.43
. .
.42
......................
.43

Appendix A: Survey of Accounting Literature................. 44-.56
Basis of Valuation
....................44-.51
Definition of Lower of Cost or Market
...............
.52
Accounting for Transactions with Affiliates
............ 53-.56
Appendix B:

Glossary

Appendix C: Application of Lower of Cost or Market
Method on Aggregate Basis to Loans Held for Sale. .

Contents

.57

.58

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

16,503

Table of Contents

Section

10,050

Paragraph

Revenue Recognition When Right of Return Exists
(SOP 75-1)
Letter to Chairman, Financial Accounting Standards
Board, dated January 17, 1975 (page 17,751)

.

Introduction

.

.01-.05

.

General Background
The Division’s Conclusions

.06-.10
.11-.15

.

Discussion

.

.16-.31

Survey of Accounting Literature

.16-. 17

The Realization Principle

.

.18-.19

Types of Risks Which Might be Retained by the
Seller
...
.20-.26
.27-.31

Accounting Alternatives

Appendix A: Selected Examples ofIndustry Practice .

.32-.50

Perishable Foods

.33-.34

Rack Jobbers............................................................

.35-.37

Records and Tapes

.38

............................. 39-.41

Publishing

. . .

High-Unit-Cost Items

.42-.46

.47-.48

Toys and Sporting Goods
Industries Lacking Product Differentiation

.49

Sales to the Ultimate Consumer

.50

Appendix B: Survey of Accounting Literature

10,060

.51-.60

Accounting Practices of Real Estate Investment Trusts
(SOP 75-2)
Letter to Chairman, Financial Accounting Standards
Board, dated June 27, 1975 (page 17,901)
Introduction

......................................................... 01-.07

Losses from Loans................................
Discontinuance of Interest Revenue Recognition.
Commitment Fees

08-.29

. .

.30-.38

...

39-.46

Operating Support of the REIT by the Adviser................ 47-.52
Appendixes:
A.
B.

C.

Illustration of accounting by a REIT for a loan on
a project in the development stage.....
.53
Illustration of accounting by a REIT on a com
pleted multi-unit apartment project in the
rent-up stage
...................................
.54
Present value factors
............................................

AICPA Technical Practice Aids

.55

Contents

16,504

Table of Contents

Paragraph

Section

10,070

Accrual of Revenues and Expenditures by State
and Local Governmental Units (SOP 75-3)
Letter to Chairman, Financial Accounting Standards
Board, dated July 31, 1975 (page 17,951)

............................................ 01-.02

Background Information

Revenues Susceptible to Accrual

...

...

Interest Accruals in Assessment Funds .

10,080

.03-.04

............................. 05-.06

Vacation Pay and Sick Pay .

...............

.07

Presentation and Disclosure of Financial Forecasts
(SOP 75-4)
............................. 01-.04

Introduction

05-.09

Definitions

Financial Forecast

.06

Financial Projection

Feasibility Study

.07

..........................................

.

.

.08

Budgets, Plans, Goals, and Objectives

.09

............

Scope of Statement

10-.12

Recommendations on Presentation and Disclosure . . .

Accounting Principles

. 13-.31

13--.14

Format

..........................................................15-.16

Expressing the Results

17-.18

Assumptions

19-.27

............................................... 28-.29
Distinguishing From Historical Financial Statements .30-.31

Period to Be Covered .

Updating Financial Forecasts

.................................. 32-.36

Forecasts Not Intended to Be Updated

10,090

.............

.36

Accounting Practices in the Broadcasting Industry
(SOP 75-5)
Letter to Chairman, Financial Accounting Standards
Board dated December 29, 1975 (page 18,031)

General Background

.01-.07

Television Film License Agreements
Industry Practice

.08-.19
.08-.12

The Division’s Conclusions
Barter Transactions
Industry Practice
The Division’s Conclusions

Intangible Assets
Industry Practice .
The Division's Conclusions

Contents

. .

.13-.19

. .
...

.
.

.20-.24
.20-.21
.22-.24

. .
.25-.33
................................ 25-.29
30-.33

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

Table of Contents

16,505

Section

10,100

Paragraph

Questions Concerning Profit Recognition on Sales
of Real Estate (SOP 75-6)
Letter to Chairman, Financial Accounting Standards
Board, dated December 29, 1975 (page 18,081)

Buyer’s Investment in Purchased Property

....................01-.13

Funds Provided (Loaned) by Seller

Acceptable Letters of Credit

................. 01-.04
............

.05-.07

Cumulative Application of Tests when Recognition
of Sale is Delayed .
............................................... 08-.09
Applicability of the Alternative 115 % Test for Down
Payment
.............................................10-.11

Down Payment Requirements on Single Family Resi
dential Housing
......................................
.12-.13
Seller’s Continued Involvement with Property Sold . .
Time of Sale Considerations

....

Calculation of Safety Factor

Sales of Condominiums

.14-.25

............................................. 14-.15
16-.19

...................................

Applicability of the Guide

20-.2

...

..................

.26-.35

Applicability to Companies other than Real Estate
Companies
...................................
.26-.27
Sale of Corporate Stock................................

.28-.29

Sale of Partnership Interests............................................. 30-.31
Sale of an Option

10,110

..............

.32-.35

Accounting Practices in the Record and Music
Industry (SOP 76-1)
Letter to Chairman, Financial Accounting Standards
Board, dated August 25, 1976 (page 18,131)

. .

General Background

.

.01-.16

Record Manufacturing

.01-.08

.

General Description
The Record Master

04-.05

Marketing

.06

Recording Artist Contracts

Music Publishing
General Description

Royalties

.07-.08

...
...............
.

.........................09-.16
.09-. 11

.

.12-.16
.17-.28
.17-.21

Revenue Recognition
Industry Practice

The Division’s Conclusion
Inventory Valuation
Industry Practice
The Division’s Conclusion

AICPA Technical Practice Aids

.01-.03

. .
...
...

.22-.28

...

.................................

.29-.30
.29
.30

Contents

Table of Contents

16,506

Paragraph

Section

10,110

Accounting Practices in the Record and Music
Industry—Continued
Compensation of Artists

....................................... 31-.36
.31.32
.33-.36

Industry Practice
The Division's Conclusion

.37-.40

Costs of Record Masters

.37-.39
.40

Industry Practice
The Division’s Conclusion

.41-.49
.41-.44

Licensor Income and Licensee Cost
Industry Practice
The Division's Conclusion

.45:49

Intangible Assets Acquired in a Business Combination .50-.51
.52-.53

Music Publishers

10,120

Accounting for Origination Costs and Loan and
Commitment Fees in the Mortgage Banking
Industry (SOP 76-2)
Letter to Chairman, Financial Accounting Standards
Board, dated August 25, 1976 (page 18,191)

Introduction

.01-.02

Mortgage Banking Operations

Origination Costs
Background

.03-.07
....
...

. .

.08-.28
.08-.11

Costs of Originating Mortgage Loans In-House
Current Industry Practice
....
The Division’s Position
...................................

.12-.13
.12
.13

Bulk Purchases and Sales of Mortgage Loans
Current Industry Practice
The Division’s Position

.14-.15
.14
.15

Costs Incurred Upon Issuance of Certain GNMA
Mortgage-Backed Securities
.16-.17
Current Industry Practice
.16
The Division’s Position .
.17
Cost of Purchasing Existing Contractual Rights to
Service Mortgage Loans
....
. .18-.24

Current Industry Practice
. .
The Division’s Position
...............
. .
Servicing Contracts Acquired in a Business
Combination
Servicing Contracts Acquired in Other Circum
stances
...
Limitation on Amounts to be Deferred

.18-.20
.21-.24
.22-.23

.24
.25

Amortization of Deferred Costs
................................ 26-.28
Current Industry Practice
.................
...
.26
The Division’s Position
....................................... 27-.28
Loan and Commitment Fees
....................
.29-.35
Background
.......................................... 29-.31

The Division’s Position

Contents

..................................... 32-.35

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

Table of Contents

16,507
Paragraph

Section

10,130

Accounting Practices for Certain Employee Stock
Ownership Plans (SOP 76-3)
Letter to Chairman, Financial Accounting Standards
Board, dated December 20, 1976 (page 18,231)

Introduction

...

.01-.04

Accounting for an Obligation of an ESOP Guaranteed
by the Employer
.05-.08

Recording an ESOP’s Obligation
ployer’s Financial Statements

in

the

Em

.05-.06

Recording the Offsetting Debit to the Recorded
Liability

.07

Reducing the Recorded

.08

Liability .

Measuring Compensation Expense

...

Reporting Dividends Paid and Earnings Per Share

.09-. 10

.11-.13

14-.15

Other Matters
Investment Tax Credit

.14

..................
.15

Applicability of APB Opinion No. 11

10,140

Financial Accounting and Reporting by Investment
Companies (SOP 77-1)
Letter to Chairman, Financial Accounting Standards
Board, dated April 15, 1977 (page 18,261)

Introduction

..................................................01-.03

Money-Market Funds

04-.20

Background

04-.05

Distribution Policies . .

06-.08

Statement of Changes in Net Assets

........................... 09-.13

Supplementary Information

........................................ 14-.17

Reporting Gains and Losses . .

.

Federal Income Taxes

........................................

18-.19

.20

Put and Call Options................................................................. 21-.37

Background
....................................................................
.21
Option Trading
.22
Option Writing...................................................................... 23-.27
Accounting

..............................................................................28-.33

Federal Income Taxes..........................................................34-.37

Expenses During the DevelopmentStage............................. 38-.43

Amortization of Deferred Costs

....................................... 44-.45

Valuation of Short-Term Investments................................... 46-.47

»-> The next page is 16,551. <-<

AICPA Technical Practice Aids

Contents

16,551

Section 10,010

Statement of Position 74-6
Recognition of Profit on
Sales of Receivables
with Recourse
[Recommendation to Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas NewYork, New York 10036 (212) 575 6200

June 14, 1974

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905
Dear Mr. Armstrong:

The accompanying Statement of Position presents recommendations
of the AICPA Accounting Standards Division on Recognition of
Profit on Sales of Receivables with Recourse. It was prepared
on behalf of the division by the Accounting Standards Executive
Committee for consideration by the Financial Accounting Stand
ards Board and for such action as the Board deems appropriate.
The Statement takes the position that a uniform accounting
approach is desirable for the recognition of profit or loss on
sales of receivables with recourse and that the "delayed recog
nition" method rather than the "immediate recognition" method
is preferable. This position is reached by examining the types
of transactions in question, presenting the two prevalent
methods of accounting for such transactions, describing the
rationale supporting the use of each, and reviewing present
accounting literature.

The Statement also examines the possibility that these trans
actions may be separated into the sale of receivables, on the
one hand, and the retention of credit risks, on the other,
profit and loss being allocated for each of these two elements
of the overall transaction. A majority of the Executive
Committee finds this method Impracticable in most cases and
without adequate theoretical basis. A minority finds that the
technique is, under certain circumstances, not only practicable
but preferable.
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Finally, the Statement sets forth recommended methods of
systematic amortization for the "delayed recognition" approach
and presents guidelines on disclosure for these transactions.
The Division would appreciate being advised as to the Board's
proposed action on these recommendations.

Sincerely yours,

STANLEY J. SCOTT
Chairman
Accounting Standards Division
SJS/Lc

Enclosure
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NOTES

Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the devel
opment of accounting and reporting standards in directions the Divi
sion believes are in the public interest. It is intended that they should
be considered, as deemed appropriate, by bodies having authority to
issue pronouncements on the subject. However, Statements of Posi
tion do not establish standards enforceable under the Institute’s Code
of Professional Ethics.

RECOGNITION OF PROFIT ON SALES OF
RECEIVABLES WITH RECOURSE

INTRODUCTION
.01 The Accounting Standards Division (the Division) of the
American Institute of Certified Public Accountants has reviewed
the accounting practices used by business enterprises for the
recognition of profit (or loss) on sales of receivables with re
course.1 The review indicated that in current practice two ac
counting methods are widely used in these transactions. The
review also found that both accounting methods have been in use
within specific industries. These two accounting methods are dis
cussed in the “Current Practice” section of this Statement.
.02 In recent years accountants, regulatory authorities,
investors, and other users of financial statements have expressed
concern over the acceptability of alternative accounting methods
in accounting for similar business transactions. The Division be
lieves that it is not desirable to have alternative accounting
methods acceptable for the recognition of profit on sales of re
ceivables with recourse. Therefore, the Division is expressing in
1The term recourse in the context of this Statement refers generally to the
contractual right of a purchaser of receivables to demand payment from the
seller of such receivables in the event of default by the debtor. However, the
term may also refer to agreements between a buyer and a seller of receivables,
such as guarantees by the seller of a “yield” to the buyer on the receivables
sold, which constitute “recourse” in substance.
AICPA Technical Practice Aids
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this Statement its position on a preferable method. Its position
is set forth below under "The Division’s Position. ’’
.03 The scope of this Statement is restricted to the subject of
profit (or loss) recognition on sales of receivables with recourse.
This Statement does not discuss and is not intended to apply to
the sale of receivables on a non-recourse basis, the recording of
transactions giving rise to receivables, the imputation of interest
on receivables2 or the presentation of sales of receivables with
recourse in financial statements.

.04 The Division’s position as set forth herein applies to
financial statements which purport to present financial position,
changes in financial position, or results of operations in con
formity with generally accepted accounting principles. It also
applies to regulated companies in accordance with the provision
of the Addendum to APB Opinion No. 2, Accounting for the In
vestment Credit (1962).

TERMINOLOGY
.05 The key terms in this Statement are defined below as they
are used herein. Some additional definitions will be given as the
need arises in the course of this Statement.

.06 Receivables. Receivables recorded under generally ac
cepted accounting principles represent contractual rights to re
ceive monies. They may arise from sales of products or services
in the normal course of business which are due in customary
trade terms (generally less than one year) and sales made pur
suant to conditional sales contracts which are payable in monthly
installments over periods often ranging from 3 to 10 or more
years. Receivables may also arise from lending activities, such as
mortgage loans for the purchase of real estate, direct cash loans
to individuals, loans to businesses to finance working capital, and
loans for other purposes. Certain contractual rights to receive
monies, such as those related to unperformed portions of execu
tory contracts, are ordinarily not recognized as receivables under
generally accepted accounting principles.
2 Provisions for recognizing the appropriate rate of interest on receivables
are discussed in APB Opinion No. 21, Interest on Receivables and Payables,
and those provisions are applicable to the initial recording of transactions
giving rise to receivables.
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.07 Face Amount. The face amount is the sum of money out
standing on a legal instrument that obligates a party to pay an
other party a specified amount. It may be the exact amount ex
pressed on a note, bond, conditional sales contract, etc. The face
amount of a receivable may comprise some or all of the following:

(a) The sales price of goods or services sold or the
amount of a cash loan.

(b) Finance charges (interest) to be collected and earned
during the term of the receivable for the use of
monies.
(c) Service charges assessed the debtor for initiating the
receivable, including such out-of-pocket costs as filing
fees and credit investigation reports.

(d) Fees for maintenance contracts purchased by the
debtor and insurance premiums for various types of
insurance coverage (generally credit life insurance,
credit accident and health insurance, or fire and
casualty insurance).
Net Receivable. The net receivable is the face amount of
the receivable less related unearned finance and service charges,
unearned amounts applicable to executory contracts, and amounts
included in the face amount for which the creditor’s function is
solely that of an agent such as insurance premiums to be collected
and remitted to an insurance company. Sometimes the net re
ceivable is equal to the face amount.
.08

.09 Executory Contract Amount. The executory contract
amount is the amount included in the face amount of a receivable
representing the unperformed portion of an executory contract
(such as a maintenance, management, or service agreement).
.10 Agency Amount. An agency amount is an amount in the
face amount of a receivable representing the cost to the debtor of
a service for which the seller or lender has acted only as an agent.
Insurance premiums and maintenance fees may be agency
amounts.
.11

Differential. The differential is the difference, after ad-
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justment if necessary for executory contract and agency
amounts, between the amount for which the receivable is sold and
the net receivable. This difference is variously referred to as “en
dorsement fee, ” “ participation fee, ” “ placement fee,”“ interest
differential,’’ and ‘‘ finance fee.’’ In those cases where the amount
of the net receivables exceeds the amount for which the receiv
ables are sold, the difference is usually termed “discount” or
“loss.” In this Statement only the term “differential” will be
used to describe the difference arising from the sale of receiv
ables at either more or less than the net receivables.

BACKGROUND AND NATURE OF TRANSACTIONS
.12 Some companies occasionally or regularly “package”
some or all of their receivables and sell them to financial insti
tutions or others to meet their financing needs. There is usually a
difference between the net receivables and the amount for which
the receivables are sold. In many instances the volume of receiv
ables sold by companies is substantial, and the differential arising
from such transactions is significant in the determination of re
sults of operations of the seller. In addition to the volume of re
ceivables sold, the differential may be dependent on such factors
as the general level of interest rates, the stated interest rate of the
receivables, the credit standing of the seller, the length of the pay
ment period of the receivables, and the type and value of any
security. Often receivables are sold on a recourse basis, and the
seller of the receivables is obligated to reacquire the receivables
in the event of a default by the debtor. The types of recourse ar
rangements will be examined after the calculation of the differ
ential is explained.

.13 The examples below illustrate how differentials may be
calculated. They are presented only as illustrations. Because
there are many possible variations in agreements involving the
sale of receivables, the determination of the differential will de
pend on the circumstances in each case. Although these illustra
tions assume the sale of whole receivables, there may also be
sales of portions of receivables or groups of receivables in bulk
without specific identification. In the cases below note that Ex
ample A includes the finance charges (add-on interest) in the
face amount, whereas Example B does not. Example C illustrates
§ 10,010.11 Copyright © 1975, American Institute of Certified Public Accountants, Inc.
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a contractual arrangement that includes finance charges and ex
ecutory items in the face amount.
example a

:

Sales price of goods...........................................$10,000

Less initial payment received............................

1,000

Net receivable (balance to be financed
on an installment contract payable
over 120 months)....... .................................

9,000

Add-on finance charges (14% per annum
effective interest rate)...............................

7,769

Face amount of receivable (payable
$139.74 per month)..................................... $16,769

Amount for which receivable is sold,
i.e., face amount of receivable discounted
to yield 101/4 % to the buyer (present
value at 101/4 % of $16,769 payable
over 120 months).........................................$10,464

Net receivable....................................................

9,000

Differential ........................................................$ 1,464
example b

:

Original amount (principal) of a 6% note
payable in equal monthly installments
of $119.90, including interest, over
360 months................................................... $20,000

Principal amount of 120 payments received
to date of sale of receivable........................

3,263

Face amount and net receivable......................... $16,737
Amount for which receivable is sold,
i.e., net receivable discounted to yield
8% to the buyer (present value at
8% of 240 monthly payments of $119.90)... .$14,335

Face amount and net receivable........................ 16,737

Differential ........................................................ $(2,402)
AICPA Technical Practice Aids
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EXAMPLE C :

Sales price of goods........................................... $ 5,000
Credit life insurance premium for a
3 year, single premium contract................ $ 150
Maintenance contract for 3 years....................
300
Total................................................................... 5,450
Less initial payment received..........................
500
Balance to be financed on an installment
contract payable over 36 months............... 4,950
Finance charges at 12% per annum.................
968
Face amount of receivable (payable
$164.39 per month)..................................... $ 5,918

Amount for which receivable is sold, i.e.,
face amount of receivable discounted to
yield 10% to the buyer (present value at
10% of $5,918 payable over 36 months)... $ 5,095
Net receivable ($4,950 less $300 maintenance
contract fee and $150 credit life
insurance premium)................................... 4,500
Difference between the amount of
proceeds and the net receivable.................
595
Less adjustment for executory item and
insurance premiums ($300 maintenance
contract fee and $150 credit life
insurance premium)...................................
450
Differential ........................................................ $ 145

.14 When receivables are sold on a recourse basis, the form
of recourse arrangements may vary. In some situations the buyer
of the receivables is obligated to return any collateral security
for the receivable to the seller before the seller is compelled to
perform under the recourse arrangement. In other cases a mere
default on payment by the debtor will obligate the seller to re
acquire the receivable. In some instances the buyer of the receiv
ables may remarket any goods it obtains by repossession and
apply the proceeds therefrom against the receivable balance. In
that event the seller may be required to pay any deficiency in the
receivable balance remaining after the application of such pro
ceeds. Sometimes the liability of the seller with respect to re
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course provisions is limited to stipulated amounts or percentages
of the receivables sold. Such partial recourse arangements may,
however, provide the buyer adequate assurance of the recovery
of his investment after considering the value of the collateral
securing the receivable. In addition to reacquiring the receivable,
the seller may also be required to refund to the buyer a portion
of the differential originally received on the defaulted receivable,
thus effectively guaranteeing the buyer a stipulated investment
yield. Although the form of recourse arrangements may vary, in
all cases the seller retains risks.
The buyer’s security in these transactions is frequently
derived from a provision for the temporary retention by the
buyer of a portion of the amount for which the receivables are
sold. Such retained amounts are often referred to as “dealers’
reserves” or “hold-backs.” The terms governing “dealers’ re
serves ’ ’ are defined in the agreement between the buyer and the
seller of receivables. The amount of such ‘ ‘ dealers ’ reserves ’ ’ may
be determined by the buyer based on loss experience developed
from previous transactions with the seller or others. Amounts
retained in "dealers ’ reserve ’ ’ accounts are sometimes remitted
to the seller as the reserve account exceeds stipulated percentages
of the uncollected receivables. Agreements may provide that the
“dealers’ reserves” be charged for credit losses or rebates of
finance charges resulting from either early extinguishment by
the debtor or default. Some agreements may limit the buyer’s
recourse to the seller to amounts set aside in the “dealers’ re
serve.” However, in most cases “dealers’ reserves” represent
a substantial security for the buyer’s investment.
.15

.16 The agreement between the buyer and the seller of
receivables stipulates which party is to perform administrative
and collection functions for the receivables sold. These functions
are usually referred to as “servicing.” If the seller retains the
servicing functions, the agreement may provide for a "servicing
fee” to be paid by the buyer. If the agreement does not specifi
cally provide for compensation to the party peforming the ser
vicing, compensation for the future servicing will nevertheless
be reflected in the amount for which the receivable is sold. Be
cause the ultimate cost of the obligation to service is not deter
minable at the time of sale, the servicing provision necessarily
enters into the degree of risk retained by the seller and accord
ingly influences the amount of the differential.
AICPA Technical Practice Aids
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.17 Although, as previously mentioned, the unperformed
portions of executory contracts are ordinarily not recognized
as receivables under generally accepted accounting principles,
they may be included in the face amount of the receivable. Ex
ecutory contract amounts usually enter into the risks retained by
the seller. Normally these amounts are refundable to the buyer
in the event of default, prepayment, or cancellation of a mainte
nance contract, etc., by the debtor. Therefore they influence the
amount for which the receivable is sold and the differential and
perhaps other terms of the agreement between the buyer and
seller.
.18 There may be types of financing arrangements comparable
in substance to transactions involving the sale of receivables.
For example, a company may obtain from a lender a firm com
mitment3 to provide financing to its customer prior to closing the
sales transaction with the customer. In such cases at the time the
sale is closed the customer receives the products or services sold,
the lender obtains a receivable, and the company receives cash
or other assets from the lender. In addition to receiving proceeds
equivalent to the sales price of the product or services sold, the
company may receive from the lender a portion of the finance
charges stated in the receivable obtained by the lender. If the
company guarantees the lender against loss arising from default
by the debtor, the portion of the finance charges received from
the lender is in substance the differential. To take another type of
example, participation agreements or factoring arrangements, if
they provide for recourse, may also be comparable in substance
to transactions involving the sale of receivables and give rise to
differential. In such cases the concepts discussed in this State
ment regarding the recognition of profit arising from the sale of
receivables with recourse are equally appropriate.

CURRENT PRACTICE
.19 The following paragraphs discuss the two accounting
methods commonly used by business enterprises for the recogni
tion of profit on sales of receivables with recourse. For the pur
poses of this Statement, those two accounting methods are
termed the “delayed recognition” method and the “immediate
recognition” method. The delayed recognition method empha
3 Financing commitments may be obtained directly from a lender or indi
rectly through intermediaries such as servicing companies.
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sizes the financing aspects of the transaction. The immediate rec
ognition method considers the sale of receivables with recourse a
completed transaction giving rise to immediate profit or loss.
.20 Sums obtained from the sale of receivables with recourse
are sometimes treated as borrowings, with an accounting result
for profit recognition similar to that in the delayed recognition
method. When these transactions are treated as borrowings, the
differential is not explicitly accounted for. In these cases the dif
ferential is in effect accounted for as two separate elements: an
element representing interest income on the receivables and an
element representing interest expense on the borrowing. The
Division has not compared the borrowing treatment to the two
accounting methods for recognizing profit on such sales because
this Statement does not address the question of financial state
ment presentation for these transactions. However, much of what
is said in this Statement about the delayed recognition method
applies also to the borrowing treatment because of the similarity
they share both in their accounting result for profit recognition
and in their basic assumption, i.e., that the sale of receivables
with recourse is primarily a financing transaction.
Delayed Recognition Method

.21 As stated above, the delayed recognition method empha
sizes the financing aspects of the sale of receivables. The differen
tial is recognized in the income statement in a systematic manner
over a period of time usually corresponding to the term of the
receivables sold. Usually no provision is recorded for refunds of
differential in the event of default by the debtors or in the event
of prepayment of the receivables. No separate provision for such
refunds is required because the deferred differential contains an
effective reserve for them. Similarly, the differential contains an
effective reserve for any future administrative and collection
functions to be performed by the seller. An allowance for uncol
lectible receivables, including estimates of expenses of and losses
on repossessions, is customarily made in the accounting for re
ceivables. This allowance remains in effect after the receivables
are sold.
.22 The rationale advanced for use of the delayed recognition
method includes:
(a) The sale of receivables with recourse is in substance
a type of financing, in effect a borrowing by the seller.
AICPA Technical Practice Aids
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When a selling price is negotiated, the negotiating
process is analogous to that which occurs between a
borrower and a lender. In determining an acceptable
return for his investment, the buyer of receivables
takes into account the seller’s retention of certain
risks and his ability to meet those risks, i.e., his credit
standing. The buyer’s return is then reflected in the
dollar amount for which the receivables are pur
chased. If the receivables were never sold, the inter
est income on the receivables and the costs of “bor
rowed” funds used to finance the receivables would
be recognized in results of operations over the term of
the receivables. The differential represents interest
income on the receivables, net of interest expense on
funds effectively borrowed to finance the receivables.
Therefore, the delayed recognition method accounts
for the economic substance of the transaction.
(b) “Realization”4 occurs with the passage of time as
the risks retained by the seller are diminished by
payments made on the receivables, which reduce the
amounts subject to refund in the event of default or
prepayment. Thus, recognition of differential in in
come should coincide with the periods in which the
risks that the differential may be refundable under
the recourse provision diminish.
(c) The method used for recognition of differential in in
come should be similar to that used by financial insti
tutions in accounting for finance income because the
differential essentially represents interest. The dif
ferential, taken together with the allowance for un
collectible accounts, represents the aggregate credits
to which future losses should be charged.
.23 In its review of current accounting practices, the Division
found that the delayed recognition method is used predominantly
by financial institutions (e.g., finance companies, banks, and sav
ings and loan associations). However, this method is generally
not used to recognize differential when the amount for which the
receivables are sold is less than the net receivables. Even if the
differential is a negative amount, the rationale for the delayed
recognition method maintains that the analogy to financing trans
4 See paragraphs .37-.39 for a discussion of the realization principle.
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actions is valid. In such cases the buyer has negotiated a rate of
interest from the seller that is higher than the rate that the seller
had obtained from the debtor when the receivables were initially
recorded. The buyer’s higher rate discounts the receivables to a
purchase price resulting in a negative differential. Negative dif
ferential is customarily termed “discount” or “loss.” For those
who account for sales of receivables with recourse as borrowings,
the transactions involving negative differentials are simply char
acterized by a higher interest rate on the borrowed funds.
Immediate Recognition Method

The immediate recognition method considers the sale of
receivables with recourse a completed transaction giving rise to
profit or loss at the time of sale. Under this method the profit or
loss recognized is equivalent to the differential. A provision is
made for refunds of differential in the event of default by the
debtors or of prepayment of the receivables. If the seller is to
perform future administrative and collection functions, a provi
sion is made for their cost. An allowance for uncollectible re
ceivables, including estimates of expenses of and losses on repos
sessions, is customarily made in the accounting for receivables,
and this allowance remains in effect after the receivables are sold.
.25 The rationale advanced for use of the immediate recog
nition method includes:
(a) The sale of receivables with recourse is a completed
transaction. It is a three-party transaction, including
a seller, a lender, and a debtor. The seller is in effect
acting as a broker for the buyer of the receivables
and is obtaining a commission to compensate him for
his services (such as writing and packaging the re
ceivables) up to the date the receivables are sold. If
there is an analogy to financing in these transac
tions, it is due primarily to the relationship between
the lender and the debtor. The lender must be con
cerned about the debtor’s credit standing and ability
to fulfill his obligations, whereas the seller’s recourse
obligations are only of secondary importance to him.
The differential should therefore be recognized im
mediately because the earning process is complete.
(b) The seller’s recourse obligations are similar to a
manufacturer’s obligations under product warranties
.24
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or guarantees. In effect, the seller guarantees the
quality of the receivables sold and should account for
the consequences of such a guarantee in the same
manner that a manufacturer accounts for its obliga
tions under product warranties. Provisions are made
in the period of sale for refund of the differential in
the event of default by the debtor or in the event of
prepayment of the receivables and also for future
administrative and collection functions to be per
formed by the seller. In addition, an allowance for
uncollectible receivables is made. Immediate recogni
tion of differential is therefore appropriate.
.26 In studying the use of the immediate recognition method
the Division found that it is often employed by retailers and deal
ers in automobiles, mobile homes, furniture, jewelry, and home
appliances and by certain companies whose primary business is
servicing receivables originated by others. The Division also ob
served that if a seller has purchased credit insurance for protec
tion against losses from default by the debtor, no provision is
made for uncollectible accounts because the insurance company
assumes those risks. In such cases, however, provision is usually
made for refunds of differential resulting from default or pre
payment by the debtor because such amounts are not covered by
the insurance. Finally, when the immediate recognition method
is used, negative differential is recognized immediately as loss.
The immediate recognition of negative differential as loss is
consistent with the rationale in support of this method.

The Division also found certain procedures which could
be categorized either as a variation of the immediate recognition
method or the delayed recognition method. For example, even if
differential is being allocated over the term of the receivables,
there are variations in the pattern of allocation. Another varia
tion arises when differential is deferred to the extent that the
buyer has retained a “dealers’ reserve,” and differential is rec
ognized as profit only as amounts are released from the reserve.
In this case the pattern of release may make the technique more
or less similar to either method.
.28 Although certain procedures may be categorized as vari
ations of either method, the distinction between the two methods
is nonetheless important because it defines the two ends of the
spectrum of revenue recognition for sales of receivables with re
.27
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course. The significant difference between the immediate recogni
tion method and the delayed recognition method is in their re
spective timing of revenue recognition. The immediate recogni
tion method isolates an amount that is recognized as profit at the
date of sale. Under the delayed recognition method no profit is
recognized at the date of the sale, rather all profit is recognized
over the term of the receivables.

ADDITIONAL ACCOUNTING METHOD
.29 In addition to the two accounting methods previously
discussed in this Statement, the Division considered another
method of accounting for profit or loss on sales of receivables
with recourse. For the purpose of the following discussion, this
additional accounting method is termed the '‘nonrecourse
market” method.
.30 The nonrecourse-market method is predicated upon the
assumption that a sale of receivables with recourse has at
least two distinctive aspects, the sale of the receivables and the
retention of credit risks by the seller, and that profit or loss can
be allocated to each aspect of the transaction. The first aspect of
the transaction, the sale of receivables, is considered to be com
plete at the time of the exchange. The profit allocable to this aspect
of the transaction is the amount of premium or discount that
would have resulted from a sale of the same receivables on a non
recourse basis. The “premium or discount” is a component of the
differential. It is the equivalent of the differential if the same
sale had taken place without any recourse provision. Because the
sale of the receivables is considered to be complete at the time of
the exchange, the premium or discount is recognized in income
in the period the receivables are sold.
.31 The second aspect of the transaction is the retention of
credit risks arising from the recourse provisions. Assuming that
no other aspects (such as servicing) are present in the transaction,
the amount of differential allocable to the second aspect of the
transaction is termed the “credit risk” component. This compo
nent of the differential is deferred at the time the receivables are
sold and is recognized in income as the seller’s risks diminish
over the period of time the receivables are to be outstanding. If
either component can be measured, the value of the other may be
obtained by subtraction.
.32 In some cases a transaction involving the sale of re
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ceivables with recourse may involve more than just the two
aspects discussed above. For example, the seller of the receiv
ables may continue to service the receivables sold. If a servicing
fee is not specifically provided for by the agreement between the
seller and the buyer, a portion of the differential received by the
seller would be deferred and recognized as income by the seller
over the servicing period.
The theoretical basis of the nonrecourse-market method
may be challenged on the ground that the isolation of a risk-free
component of the differential does not accord with the contrac
tual obligations of the seller. Under the nonrecourse-market
method the credit risk component of the differential is separated
at the time of the sale from the premium component, which is
immediately recognized as profit. However, at that point the
recourse provision applies to every dollar of differential. At any
point during the term of the receivables the differential, no mat
ter how accounted for, is refundable to the extent of a buyer’s
loss from default or prepayment by a debtor.
.33

.34 In any event, the effectiveness of the nonrecourse-market
method is dependent on a reasonable assessment of the various
components of the differential associated with each aspect of the
transaction. The Division found that in certain cases data was
available to compare the sale of receivables with and without re
course. In some cases, when the receivables are sold without
recourse, the buyer insures them with an independent insurance
company. If the nonrecourse-market method were to be applied
to sales with recourse, the credit risk component of the differen
tial could be measured by the insurance premium that would be
paid to insure a buyer of receivables purchased without recourse
against default by the debtor. In a limited number of cases infor
mation is available about the amount for which specific receiv
ables can be sold on either a recourse or nonrecourse basis, with
the difference in the two amounts being attributed to retention of
the credit risks. In most cases, however, the Division believes that
such measurements would not be objective because insurance
rates are influenced by competitive forces within the insurance
industry, because within a single industry the risk of default on
receivables varies according to the proportion of the debtor’s
obligation that is met by his down payment, because the risk of
default also varies according to the nature of collateral security
provided by the seller, and because of other factors. Even when
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there is a difference between the prices at which receivables are
offered for sale with and without recourse, such difference may
be attributable to the financial strength of the seller as well as to
the characteristics of the receivables being offered for sale.
PRESENT ACCOUNTING LITERATURE

The Division found in existing pronouncements of the
American Institute of Certified Public Accountants and the Fi
nancial Accounting Standards Board no definitive guidance on
accounting for profit or loss on sales of receivables with re
course. In fact, no specific pronouncement has been devoted ex
clusively to these transactions. However, the Division also ex
amined recent pronouncements on applicable general principles
to see if they provided clear guidance. The following paragraphs
summarize the applicable general principles.
.35

Revenue and Profit Recognition
.36 The concepts of revenue realization are discussed in
Accounting Principles Board Statement No. 4, Basic Concepts
and Accounting Principles Underlying Financial Statements of
Business Enterprises (paragraphs 148 through 153). Realization
is described as follows: “Revenue is generally recognized when
both of the following conditions are met: (1) the earning process
is complete or virtually complete, and (2) an exchange has taken
place” (paragraph 150). The term “earning” is described as
“a technical term that refers to the activities that give rise to
the revenue—purchasing, manufacturing, selling, rendering ser
vice, delivering goods, allowing other entities to use enterprise
assets, the occurrence of an event specified in a contract, and so
forth” (paragraph 149). APB Statement No. 4 holds that the
realization principle requires that revenue be earned before it is
recognized as income. Monies received or amounts billed in ad
vance of the delivery of goods or performance of services are
reported as unearned revenue until the earning process is com
plete.
.37 According to APB Statement No. 4, revenue may not be
recognized without an exchange, and the timing of revenue recog
nition is generally determined by the time of the exchange. For
example, revenue from the sale of a product is generally recog
nized upon delivery of the product to the customer; revenue from
services is recognized when the services have been performed;
AICPA Technical Practice Aids
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revenue from the sale of assets other than products is recognized
at the date of the sale; and revenue from permitting others to use
a business’s resources (such as interest, rent, and royalties) is
recognized as time passes or as the resources are used.
.38 In order for a sale to result in recognizable profit, the
collection of the sale price must be assured. Accounting Research
Bulletin No. 43 states, “Profit is deemed to be realized when a
sale in the ordinary course of business is effected unless the cir
cumstances are such that the collection of the sales price is not
reasonably assured.” This statement was reaffirmed in para
graph 12 of APB Opinion No. 10 in which the APB concluded
that the installment method of recognizing revenue is not accept
able unless the circumstances are such that the collection of the
sales price is not reasonably assured.

The Current Trend
The Division noted in recent pronouncements issued by
the AICPA an increasing emphasis on deferring the point at
which the earning process is considered to be complete and reve
nue and profit are recognized. This trend is evidenced by the
accounting concepts set forth in the AICPA industry accounting
guides Accounting for Franchise Fee Revenue, Accounting for
Profit Recognition on Sales of Real Estate, Accounting for Retail
Land Sales, and Accounting for Motion Picture Films and in
APB Opinion No. 27, Accounting for Lease Transactions by
Manufacturer or Dealer Lessors. According to these publications
the completeness of the earning process may be determined
based on such factors as (a) the transference from the seller to
the buyer of the risks and rewards of ownership in the asset sold
and (b) the seller’s continuing involvement in the property sold
(e.g., an obligation to perform services without reasonable com
pensation, guaranteeing a return to the buyer, or an obligation
by the seller to repurchase the property sold).
.40 The Division also noted that accounting literature stresses
that the economic substance of a transaction should determine
the method of accounting (including the timing for revenue and
profit recognition) if the economic substance of the transaction
differs from its legal form. APB Statement No. 4 states, “Ac
countants emphasize the substance of events rather than their
form so that the information provided better reflects the eco
nomic activities represented.”
.39
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THE DIVISION’S POSITION
.41 The Division finds persuasive the rationale advanced for
use of the delayed recognition method. Sales of receivables with
recourse have significant characteristics of financing transac
tions in which monies are borrowed and assets are pledged as
security thereon. This conclusion is based on the fact that the
seller’s risks have not been diminished by the sale transaction
and on the fact that the differential has the attributes of finance
income. The seller’s risks are retained by the recourse provision,
which also effectively pledges his assets as security for the sum
advanced by the buyer. The differential represents primarily the
difference between the value of the interest on the receivables
sold and the value of the interest on the funds advanced by the
buyer. The interest rate at which the buyer is willing to advance
funds to the seller reflects the fact that risks are retained by the
seller and also reflects his credit standing. These considerations
are implicit in a lending transaction. The Division therefore con
cludes that the use of the delayed recognition method is prefer
able to the use of the immediate recognition method.
.42 For reasons outlined earlier in this Statement the Division
questions the theoretical basis of the nonrecourse-market method
and believes that practical problems usually prevent reasonable
measurement of the components of the differential. It therefore
believes the method should not be accepted. A minority of three
members of the Accounting Standards Executive Committee dis
sents from this position. They believe that there are situations
where the credit risk component is clearly measurable and in
those instances the nonrecourse-market method is practicable
and preferable.
Application of the Delayed Recognition Method

.43 The variations that the Division noted in the patterns of
recognizing deferred differential suggest that divergent account
ing treatments are in use. The Division therefore offers in this
section its views on how the delayed recognition method should
be applied.
.44 Use of the delayed recognition method calls for the
amortization to operations of the differential as the risks of the
seller diminish, thereby recognizing income as the earning
process is completed. In order to recognize the diminishing risks
of the seller the differential must be divided into its two essential
AICPA Technical Practice Aids
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elements, interest income and interest expense.5 The differential
can then be amortized by obtaining the net result of the account
ing for the two essential elements. Although this division is nec
essary in order to account for income as risks diminish, in the
financial statements the differential should be presented as a net
amount.
.45 The Division believes the element equivalent to interest
expense should be accounted for as is customary in accounting
for the cost of borrowed funds, that is, by application of a con
stant rate of interest to the amount outstanding at the beginning
of a given period. The amortization to operations of the element
equivalent to interest income should recognize the costs and
diminishing risks of the seller. This may be achieved by any of
four procedures. The choice of the most appropriate procedure
should be governed by the circumstances. The interest income
element may be accounted for by application of a constant rate of
interest to the amount of receivables outstanding at the begin
ning of a given period. It may also be accounted for, depending
upon the circumstances, by using one of the three methods pro
vided by the AICPA Industry Audit Guide Audits of Finance
Companies. According to this Guide, interest income, referred to
as “deferred finance income,” may be accounted for by the com
bination method, the effective yield method without transfer, and
the pro rata method with transfer. The Guide also presents cri
teria for the use of other methods that may be more practical in
certain circumstances.

• .46 The Division recognizes that at times the buyer’s recourse
to the seller for defaults by the debtor or refunds of differential
may be limited to specific maximum amounts (e.g., the amount in
a “dealers’ reserve”) which will cause practical problems in
application of the delayed recognition method in the manner de
scribed in the preceding paragraph. If it is not practicable to
5 Allowances for uncollectible receivables are not part of the differential
and should be accounted for separately. They are customarily made in the
accounting for the unsold receivables and remain in effect after the receivables
are sold, unless the risks of default by the debtor are assumed by others (e.g.,
a credit insurer). After the receivables are sold, allowances for uncollectible
receivables should be adjusted as necessary.

Differences arising between the financial accounting for periodic recogni
tion of profit or loss on sales of receivables and the income tax accounting for
such profit or loss should be treated as timing differences in accordance with
APB Opinion No. 11, Accounting for Income Taxes.
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divide the differential into interest income and interest expense
elements, the differential may be amortized by approximating the
collections of the receivables and taking differential into income
as the risks are thereby diminished. The goal of amortizing the
differential to operations as the seller’s risks diminish may be
approximated by the sum-of-digits method when the receivables
are payable in regular, equal installments.
.47 Direct costs incurred during the sale of receivables with
recourse may be deferred and amortized to operations on a basis
that will match such costs with the amortization of the differen
tial. Costs directly incurred during the consummation of these
sales (such as legal fees and costs of preparing and processing
documents for transferring ownership of the receivables to the
buyer) are similar to costs that might be incurred in the issu
ance of debt. These costs must be distinguished from the direct or
indirect costs incurred in order to derive revenue from the sale of
goods or service.
Disclosure

.48 The Division believes that disclosures for the sale of
receivables with recourse should go beyond the minimal require
ments called for in Accounting Research Bulletin No. 50, Con
tingencies. In general, disclosure should include the nature and
amount of the receivables sold during each period in which an
income statement is presented, specifying the payment terms,
and the amount of any receivables still outstanding at the date of
the latest balance sheet presented. In addition, the financial
statements should disclose the terms of the agreements, describ
ing the conditions that would compel the seller to perform under
the recourse provisions and any provisions for “dealers’ re
serves.” The amount of funds in the “dealers’ reserves” at the
date of the latest balance sheet presented should also be given.
.49 The Division believes that a company’s accounting policy
for profit or loss on the sale of receivables with recourse should
be disclosed in accordance with the provisions of APB Opinion
No. 22, Disclosure of Accounting Policies. The amount of differ
ential included in each period for which an income statement is
presented and the amount deferred at the date of the latest
balance sheet presented should also be disclosed.
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Statement of Position 74-8
Financial Accounting and
Reporting by Colleges
and Universities
[Proposal to Financial Accounting Standards Board to Amend
AICPA Industry Audit Guide on Audits of Colleges and Universities]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas. New York. New York 10036 (212) 575-6200

August 31, 1974
Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905
Dear Mr. Armstrong:

Proposal to Amend the
AICPA Industry Audit Guide
on Audits of Colleges and
Universities
Two recent publications on college and university financial

accounting and reporting have endorsed expansion, clarification
and revision of the AICPA Industry Audit Guide on Audits of
Colleges and Universities (Audit Guide) in certain respects.

The

new publications are College and University Business Administration -Administrative Service, published in May, 1974 by the National

Association of College and University Business Officers, and Report

of the Joint Accounting Group, published in March, 1974 by the
Western Interstate Commission for Higher Education.
Members of the AICPA Accounting Standards Task Force on

Colleges and Universities participated in a consultative capacity
in the development of both publications and the Task Force has
prepared the accompanying Statement of Position.

Its purpose is to

bring to your attention amendments to the Audit Guide recommended

by the Task Force to conform the guide to the new publications and
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AICPA Letter

16,852

Statements of Position

to request that the profession be advised, by whatever means
seems appropriate, whether FASB concurs with the proposed
amendments.

The amendments would give effect to the revenue, expenditure,
and transfer descriptions and classifications set forth in Part 5

of the Administrative Service.

They would be consistent with

recommendations in those respects in the Report of the Joint
Accounting Group.

Issuance of this Statement of Position will help to apprise

independent auditors

and others who are interested in college

and university accounting and financial reporting matters of the
existence of the two new publications and of the recommendation

of the Task Force as to the appropriate corresponding amendment
of the Audit Guide .

We urge, however, as a further and more

conclusive step that FASB advise the accounting profession at an

early date as to whether it believes the proposed amendments are

appropriate and should be regarded as having the same authoritative
support as if they had been Included in the Audit Guide initially.

A prompt indication to the profession is especially desirable in
view of the extensive recent distribution of the two aforementioned
publications and in anticipation that some institutions may want to

adopt the revised classifications in their fiscal 1974 financial
statements.
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Members of the Task Force will be glad to meet with you or

your representatives to discuss these proposals.

It would

appreciate being advised as to the Board's proposed action on
its recommendations.
Sincerely yours,

ACCOUNTING STANDARDS TASK FORCE
ON COLLEGES AND UNIVERSITIES
Jay H. Anderson, Chairman
DeIford W. Edens
Daniel D. Robinson
Russel F. Viehweg
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NOTES

The American Institute of Certified Public Accountants has issued
a series of industry-oriented Audit Guides that present recommenda
tions on auditing procedures and auditors’ reports and in some
instances on accounting principles, and a series of Accounting Guides
that present recommendations on accounting principles. Based on
experience in the application of these Guides, AICPA Task Forces
may from time to time conclude that it is desirable to change a
Guide. A Statement of Position is used to revise or clarify certain
of the recommendations in the Guide to which it relates. A Statement
of Position represents the considered judgment of the responsible
AICPA Task Force.
To the extent that a Statement of Position is concerned with
auditing procedures and auditors’ reports, its degree of authority is
the same as that of the Audit Guide to which it relates. As to such
matters, members should be aware that they may be called upon to
justify departures from the recommendations of the Task Force.
To the extent that a Statement of Position relates to standards of
financial accounting or reporting (accounting principles), the recom
mendations of the Task Force are subject to ultimate disposition by
the Financial Accounting Standards Board. The recommendations are
made for the purpose of urging the FASB to promulgate standards
that the Task Force believes would be in the public interest.

AUDITS OF COLLEGES AND UNIVERSITIES
Proposed Amendment to Industry
Audit Guide

BACKGROUND INFORMATION
.01 At the time of final editing of the Industry Audit Guide
on Audits of Colleges and Universities (Audit Guide) in June,
1973, the Committee of AICPA members which prepared the
Audit Guide was aware of discussions then in progress among
members of the Accounting Principles Committee of the Na
tional Association of College and University Business Officers
(NACUBO) and the National Center for Higher Education
Management Systems (NCHEMS) concerning the classification
of revenues and expenditures in higher education financial ac
counting and reporting. The Preface of the Audit Guide men
tions that the guide was developed with the coordination and
cooperation of representatives of NACUBO. Special provision
for future modification of revenue, expenditures and transfer
AICPA Technical Practice Aids
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categories was incorporated at the beginning of the chapters in
the Audit Guide on current funds revenues, expenditures and
transfers by inserting: “the following categories have been en
dorsed for current use by the National Association of College
and University Business Officers.”
.02 The fundamental accounting principle relating to pre
sentation of revenues and expenditures which was adopted by
the Audit Guide Committee was that revenues should be classi
fied by source and expenditures by function. The Committee felt
that, as long as this basic classification philosophy was adhered
to, any reasonable amount of detail of revenues, expenditures
and transfers desired by the industry would be agreeable to the
accounting profession. The detailed categories of revenues, ex
penditures and transfers shown in the Audit Guide reflected the
most recent recommendations of NACUBO at that time and
deviated somewhat from those displayed in the 1968 revised
edition of College and University Business Administration, or
CUBA (1968). CUBA (1968) was published by the American
Council on Education and, until publication of the Audit Guide
by the AICPA in August 1973 and Part 5 of College and Univer
sity Business Administration—Administrative Service (Admin
istrative Service) by NACUBO in May 1974, was regarded as
the major authoritative pronouncement on college and univer
sity accounting and financial reporting.
.03 Efforts were launched in the summer of 1969 by NACUBO
to revise CUBA (1968). Efforts were under way at NCHEMS
to prepare a Higher Education Finance Manual (HEFM), a
project sponsored by the U.S. Office of Education to provide,
among other things, procedures and formats for reporting finan
cial data needed for planning and management at the institu
tional as well as state and federal government levels. A meeting
of representatives of each of three interested groups (NACUBO,
NCHEMS and AICPA) resulted in the concept of a joint effort
to identify and clarify areas of difference and explore mutually
satisfactory ways of developing more uniformity. The Chairman
of the AICPA Committee which had developed the Audit Guide
and two other members of that Committee, which officially dis
solved in October, 1973, were invited to become members, along
with NACUBO and NCHEMS representatives, of a new Joint
Accounting Group (JAG) to carry out these objectives.

.04

JAG’s work was completed with the publication by the
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Western Interstate Commission for Higher Education, Boulder,
Colorado, in March, 1974 of the Report of the Joint Accounting
Group. The primary recommendation of that report was that,
with the exception of current funds revenues, expenditures and
transfers, higher education institutions should utilize the ac
counting definitions and practices outlined in the Audit Guide.
The JAG report in Appendixes I and II set forth recommended
revenue, expenditure and transfer category descriptions which
represented a revision of those presented in the Audit Guide. The
JAG also recommended that its revised revenue, expenditure and
transfer categories be incorporated into the Audit Guide and
the new Administrative Service. The categories recommended
by the JAG were later used by NACUBO in its preparation of
Part 5 of the new Administrative Service. Thus the report of
the JAG was an initial step toward the inclusion of the revised
revenue, expenditure and transfer categories in the new Admin
istrative Service which the Task Force now considers more cur
rent than those included in the Audit Guide.
.05 The JAG was formed in the summer of 1973 and at the
same time, at the request of officials of NACUBO, the Accounting
Standards Division of the AICPA organized a Task Force, con
sisting of four of the members of the former Audit Guide Com
mittee (including the three individuals participating with the
JAG), to consult with NACUBO’s Accounting Principles Com
mittee regarding the revision of CUBA (1968). This revision
was published as a section (Part 5) of the new looseleaf Administrative Service. It can be obtained by subscription from
NACUBO, Suite 510, One Dupont Circle, Washington, D.C.
20036. The new Administrative Service replaces CUBA (1968)
as the major authoritative pronouncement on college and uni
versity accounting and financial reporting published by the
industry.

.06 Both the NACUBO and JAG efforts were conducted in
close coordination with each other and involved overlap of repre
sentatives of AICPA, NACUBO and NCHEMS. Both of these
projects involved a certain amount of refinement of revenue,
expenditure, and transfer definitions and classifications. How
ever, no deviations from the fundamental accounting principles,
auditing procedures or standards of financial statement presen
tation from those set forth in the Audit Guide were advocated in
the two publications. Neither of the publications deals at all with
AICPA Technical Practice Aids
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auditing standards. The participation of AICPA Committee and
Task Force members in these two publication efforts was geared
to provide the two primary constituencies (NACUBO and
NCHEMS) with background information and explanations about
the content of the Audit Guide and to assist them in making sure
that their publications did not deviate from the basic accounting
principles and standards of financial reporting contained in the
Audit Guide. Even though the JAG report and the new Adminis
trative Service reflect different literary styles, the Task Force
members who were involved in the consulting projects believe
that those publications do not contain any significant deviations
from the accounting principles and reporting standards reflected
in the Audit Guide. The Audit Guide concept of revenues by
source and expenditures by function has been followed.

RECOMMENDATION
.07 The Task Force believes that the descriptions and classi
fications of revenues, expenditures and transfers, as they per
tain to current funds, set forth in Chapters 5:2 (Current Funds),
5:6 (Chart of Accounts) and 5:7 (Illustrative Exhibits) of the
new Administrative Service should be recognized by practi
tioners as representing more current descriptions and classifica
tions than those presented in the Audit Guide and that, until
such time as the Audit Guide is revised, independent auditors
should refer to those parts of NACUBO’s new Administrative
Service, which are appended to this Statement of Position, in
connection with current funds revenue, expenditure and trans
fer account descriptions and classifications.
.08 Specifically, the Task Force believes the Audit Guide
should be considered as being superseded by the Administrative
Service as follows:
a. Pages 20-24 of Chapter 5, Current Funds Revenues, of
the Audit Guide, through the section on Expired Term
Endowments, should be superseded by the section Cur
rent Funds Revenues beginning on Page 2 of Chapter
5:2, Current Funds, of the Administrative Service.
b. Pages 26-30 of Chapter 6, Current Funds Expenditures
and Transfers, of the Audit Guide, through the section
on Other Transfers—Unrestricted Current Funds,
should be superseded by the section on Current Funds
Expenditures and Transfers, beginning on Page 6 of
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Chapter 5:2, Current Funds, of the Administrative
Service.
c. The Illustrative Financial Statements in Exhibits A-C
on Pages 60-72 of the Audit Guide should be super
seded by Chapter 5:7, Illustrative Exhibits, of the Ad
ministrative Service.
d. The section of Chapter 5:6, Chart of Accounts, of the
Administrative Service, beginning with Current Funds
Revenues Accounts through the end of Page 10, should
be added to the Audit Guide as Appendix A.

.0 9 The Task Force further believes that adoption of the
expanded descriptions and classifications should be effective for
all fiscal years beginning after June 30, 1974 and that earlier
adoption should be permissible.
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CURRENT FUNDS
*
[Chapter 5: 2]

The current funds group includes those economic resources
of a college or university which are expendable for the purpose
of performing the primary missions of the institution—instruc
tion, research, and public service—and which are not restricted
by external sources or designated by the governing board for
other than operating purposes. The term “current” means that
the resources will be expended in the near term and that they will
be used for operating purposes.

The Current Funds group has two basic subgroups—unre
stricted and restricted. Unrestricted current funds include all
funds received for which no stipulation was made by the donor
or other external agency as to the purposes for which they should
be expended. Restricted current funds are those available for
financing operations but which are limited by donors and other
external agencies to specific purposes, programs, departments,
or schools. Externally imposed restrictions are to be contrasted
with internal designations imposed by the governing board on
unrestricted funds. Internal designations do not create restricted
funds, inasmuch as the removal of the designation remains at
the discretion of the governing board.

The distinction between unrestricted and restricted funds is
maintained through the use of separately balanced groups of
accounts in order to provide acceptable reporting of stewardship
to donors and other external agencies. This distinction also em
phasizes to governing boards and other sources of financial sup
port the various kinds of resources of the Current Funds group
that are available to meet the institution’s objectives.
Separate accounting entities may be provided for auxiliary
enterprises, hospitals, and independent operations in either the
Unrestricted Current Funds or Restricted Current Funds sub
group or both, as appropriate.
Assets, Liabilities, and Fund Balances of Current Funds

Assets usually consist of cash, accounts receivable, including
unbilled charges, notes receivable, undrawn appropriations, in
* From College and University Business Administration, third edition
(Washington, D.C., 1974), by permission of the National Association of Col
lege and University Business Officers.
AICPA Technical Practice Aids

§ 10,020.10

16,864

Statements of Position

vestments, amounts due from other fund groups, inventories,
prepaid expenses, and deferred charges. “Unbilled charges” are
those which have been earned but which, because of inadequate
information, incomplete projects or programs, or the timing of
the billing cycle, have not been formally billed at the balance
sheet date. “Undrawn appropriations” are those to which the
institution is entitled, but which have not been remitted or made
available to the institution by the appropriating federal, state,
or local agency. “Deferred charges” are expenditures that are
related to projects, programs, activities, or revenues of future
fiscal periods.
Liabilities usually consist of accounts and notes payable, ac
crued liabilities, deposits, amounts due to other fund groups, and
deferred credits. Accrued liabilities include such items as inter
est, wages, salaries, and taxes. Deferred credits are those reve
nues of unrestricted current funds that are applicable to a future
period, when they become earned.
The individual assets and liabilities, but not the fund balances,
of unrestricted and restricted current funds are sometimes com
bined for reporting purposes, but if they are combined, the bor
rowings between unrestricted and restricted funds should be dis
closed by footnote or other appropriate means.
The fund balances may be subdivided to show allocations appli
cable to auxiliary enterprises, hospitals, independent operations,
outstanding encumbrances, other allocations by operating man
agement or by the governing board, budget balances brought for
ward from prior fiscal periods, and the unallocated balance.
Changes in the balances of unrestricted current funds include
the gross amount of all unrestricted revenues and expenditures
applicable to the reporting period, as determined in accordance
with the accrual basis of accounting, and transfers to and from
other fund groups for the period. Significant allocations of un
restricted current fund balances should be disclosed.

The fund balances of restricted current funds should be classi
fied in the accounting system to show the various classes and
sources of funds and purposes of restriction. Such restrictions
often relate to the use of endowment fund income; gifts, grants,
and contracts from private and governmental sources; and legis
lative appropriations. Further breakdowns may be provided to
show amounts restricted to auxiliary enterprises, hospitals, and
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independent operations, if such activities are the beneficiaries of
restricted current funds.
Additions to fund balances of restricted current funds arise
from the sources indicated in the preceding paragraph. Deduc
tions from restricted fund balances result from:
1. Direct expenditures and mandatory transfers.
2. Refunds to donors and other external agencies.
3. Amounts transferred to unrestricted revenues representing
indirect cost recoveries on appropriate programs.
4. Nonmandatory transfers.
Current Funds Revenues

Current funds revenues include (1) all unrestricted gifts,
grants, and other resources earned during the reporting period
and (2) restricted resources to the extent that such funds were
expended. Current funds revenues do not include restricted cur
rent funds received but not expended or resources that are re
stricted by external persons or agencies to other than current
funds.
Interdepartmental transactions between service departments
and storerooms and other institutional departments or offices
should not be reported as revenues of the service departments
but rather as reductions of expenditures of such departments,
since these transactions are essentially interdepartmental trans
fers of costs. The billed price of services and materials obtained
from service departments and central stores by offices and de
partments of the institution should be accounted for as expendi
tures of those offices and departments, just as if they had been
obtained from sources outside the institution. Any difference
between costs and billed prices as recorded in the service depart
ment account, whether credit or debit, should be reported under
the Institutional Support expenditures classification.
Certain intrainstitutional transactions, however, should be re
flected in the operating statements of the institution as revenues
and expenditures. Materials or services produced by an instruc
tional department as a by-product of the instructional program
and sold to other departments or to auxiliary enterprises or
hospitals—for example, milk sold by the dairy department to
the dining halls—should be treated as sales and services revenues
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of the selling department and as expenditures of the receiving
department. Sales and services of auxiliary enterprises to other
departments—for example, catering by the food services depart
ment in the entertainment of institutional guests and sales by
the college store to instructional departments—should be treated
as sales and services revenues of the respective auxiliary enter
prises and as expenditures of the unit receiving the services or
materials.
Unrestricted and restricted current funds revenues should be
grouped into the following major classifications by source of
funds:

Tuition and Fees
Federal Appropriations
State Appropriations
Local Appropriations
Federal Grants and Contracts
State Grants and Contracts
Local Grants and Contracts
Private Gifts, Grants, and Contracts
Endowment Income
Sales and Services of Educational Activities
Sales and Services of Auxiliary Enterprises
Sales and Services of Hospitals
Other Sources, including expired term endowments and ex
pired life income agreements, if not material; otherwise,
separate category
Independent Operations
Tuition and Fees
This category should include all tuition and fees assessed
against students (net of refunds) for educational purposes.
Tuition and fees should be recorded as revenue even though there
is no intention of collection from the student. The amounts of
such remissions or waivers should be recorded as expenditures
and classified as Scholarships and Fellowships or as staff benefits
associated with the appropriate expenditure category to which
the personnel relate.
When specific fees are assessed under binding external re
strictions for other than current operating purposes—for exam
ple, debt service on educational plant or on renewals, replace
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ments, or additions to plant—they should be reported as additions
to the appropriate fund group (in the above example, plant
funds), since they are not legally available for current operating
purposes. Fees normally are not considered as assessed under
binding external restrictions unless there is an explicit repre
sentation to the individuals remitting the fees that the fee or a
specific portion thereof can be used only for the specific non
operating purpose.
If some portion of total tuition or fee receipts is pledged
under bond indenture agreements, the total receipts should be
reported as unrestricted current funds revenues and the pledged
amount treated as a mandatory transfer to plant funds.
If some portion of tuition or fees is allocated by action of the
governing board, or subject to change by the governing board
alone, for other than operating purposes, such as financing con
struction, the whole of the tuition charges or fees should be
recorded as unrestricted current funds revenues and the portion
allocated should be treated as a nonmandatory transfer to the
appropriate fund group (in the above example, plant funds).
Revenues pledged under bond indenture agreements should
not be reported as additions to plant funds, but should be re
ported as unrestricted current funds revenues, and funding of
debt service requirements treated as mandatory transfers.
If an all-inclusive charge is made for tuition, board, room, and
other services, a reasonable distribution should be made between
revenues for tuition and revenues for sales and services of aux
iliary enterprises.
Revenues from tuition and student fees of an academic term
that encompasses two fiscal years—for example, a summer ses
sion—should be reported totally within the fiscal year in which
the program is predominantly conducted.
If tuition or fees are remitted to the state as an offset to the
state appropriation, the total of such tuition or fees should be
deducted from the total for state appropriations and added to
the total for tuition and fees.

Governmental Appropriations
This category includes (1) all unrestricted amounts received
for current operations from, or made available to an institution
by, legislative acts or local taxing authority and (2) restricted
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amounts from those same sources to the extent expended for
current operations. This category does not include governmental
grants and contracts. Amounts paid directly into a state or local
retirement system by the appropriating government on behalf
of the college or university should be recorded as revenue of the
institution. This category does not include institutional fees and
other income reappropriated by the legislature to the institution.
The determination of whether a particular government appro
priation should be classified as restricted or unrestricted funds
is based on the ability of the governing board of the institution
to effect a change in the intended use of the funds. If a change
in a particular restriction can be made without having to go
through the legislative process, the funds should be considered
unrestricted. Funds are unrestricted even if they are distributed
to the institution for purposes specified by an intermediate group,
such as the governing board. In this case, if a change in the use
of funds needs to be made, it can be made by the intermediate
body without going through the legislative process; the funds
therefore would be unrestricted. Such appropriations should be
considered unrestricted funds unless the restrictions are so
specific that they substantially reduce the institution’s flexibility
in financial operations. Appropriations in terms of major object
classes or to colleges and branch institutions should be classified
as unrestricted current funds.
Governmental appropriations should be classified to identify
the governmental level—federal, state, or local—of the legisla
tive body making the appropriation to the institution. The fundor
level is the level of the agent that makes the decision that the
moneys will be appropriated to the particular purpose for which
they ultimately are expended. For example, if the federal govern
ment stipulates a specific use for some funds that merely flow
through the state to the institution, the funds should be classified
as federal funds. However, if the federal government distributes
funds to the state for unspecified general purposes—for example,
general revenue sharing—and the state then appropriates all or
a portion of those funds, the funds received by the institution
should be classified as state rather than federal funds.
Governmental Grants and Contracts
This category includes (1) all unrestricted amounts received
or made available by grants and contracts from governmental
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agencies for current operations and (2) all amounts received or
made available through restricted grants and contracts to the
extent expended for current operations.
Amounts equal to direct costs incurred by restricted current
funds should be recorded as revenues of those funds, while
amounts equal to associated indirect cost recoveries should be
reported as unrestricted current funds revenues.
The government fundor level should be disclosed using the
same criterion described for governmental appropriations.
Private Gifts, Grants, and Contracts
This category includes amounts from nongovernmental organi
zations and individuals, including funds resulting from contract
ing for the furnishing of goods and services of an instructional,
research, or public service nature. It includes all unrestricted
gifts, grants, and bequests as well as all restricted gifts, grants,
and contracts from nongovernmental sources to the extent ex
pended in the current fiscal year for current operations. Gifts,
grants, and contracts from foreign governments should be treated
as private gifts, grants, and contracts. Income from funds held in
revocable trusts or distributable at the direction of the trustees
of the trusts should be reported as a separate revenue source
under this classification. This category excludes revenues derived
from contracts and other activities, such as utility services, that
are not related directly to instruction, research, or public service.
Amounts equal to the direct costs incurred by restricted cur
rent funds should be reported as revenues of those funds, while
amounts equal to the associated indirect cost recoveries should
be recorded as unrestricted current funds revenues.

Endowment Income
This category includes:
1. Unrestricted income from endowment and similar funds.
2. Restricted income from endowment and similar funds to the
extent expended for current operations.
3. Income from funds held by others under irrevocable trusts,
which should be identified separately under this revenue
heading.
The unrestricted income from investments of endowment and
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similar funds credited to unrestricted current funds revenues
should be the total ordinary income earned (or yield), except for
income that must be added back to the principal in accordance
with the terms of the agreement of donation. If endowment fund
investments include real estate, the income should be reported on
a net basis after allowing for all costs of operating and managing
the properties.
Income from investments of endowment and similar funds
does not include capital gains and losses, since such gains and
losses are accounted for in the Endowment and Similar Funds
group as additions to and deductions from fund balances. If any
portion of the gains of endowment or quasi-endowment funds is
utilized for current operating purposes, the portion so utilized
should be reported as a transfer rather than as revenue (see
Chapter 5:3).
When investments of endowment and similar funds are pooled,
the amounts reported as revenues of unrestricted current funds
and as additions to restricted current funds should be substan
tially equal to the amounts earned during the fiscal period and
attributable to the various funds.
Many institutions have established endowment income stabili
zation reserves to spread or allocate current investment income.
Two methods have been followed in establishing such reserves.
Under one method, a portion of the total revenue from the in
vestment pool is not allocated to the participating funds, but is
set aside in a stabilization reserve; the balance of the investment
pool revenue is distributed to the participating funds. This
method is not in accordance with generally accepted accounting
principles for the following reasons:
1. The balance in the stabilization reserve may represent un
distributed income attributable to both restricted and un
restricted current funds. Thus the balance in the reserve
cannot be reported accurately in the financial statements.
2. To the extent any of the undistributed income earned during
the fiscal year is attributable to unrestricted current funds,
an understatement of revenues of unrestricted current funds
will occur.
3. Questions might arise as to the authority of the governing
board to withhold amounts of income attributable to, but not
distributed to, restricted current funds.
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Institutions carrying balances in endowment income stabilization
reserves created under this method should dispose of them as
appropriate.
The second method, which conforms to generally accepted ac
counting principles, would distribute all income from the pools
to the participating funds. The amount applicable to unrestricted
current funds would be reported as endowment income. Any
amounts set aside for a stabilization reserve should be shown
as an allocation of the unrestricted current funds balance and
appropriately reflected in the balance sheet as a subdivision of
that balance. Amounts applicable to restricted current funds
should be reported as an addition to those fund balances. The
amounts expended from such balances should be shown as reve
nues of endowment income in the restricted current funds.
Amounts unexpended would remain as balances to be carried
forward to the next period.
Sales and Services of Educational Activities
This category includes (1) revenues that are related inciden
tally to the conduct of instruction, research, and public service
and (2) revenues of activities that exist to provide an instruc
tional and laboratory experience for students and that inciden
tally create goods and services that may be sold to students,
faculty, staff, and the general public. The type of service ren
dered takes precedence over the form of agreement by which
these services are rendered. Examples of revenues of educational
activities are film rentals, sales of scientific and literary pub
lications, testing services, and sales of products and services of
dairy creameries, food technology divisions, poultry farms, and
health clinics (apart from student health services) that are not
part of a hospital. Revenues generated by hospitals (including
health clinics that are a part thereof) should be classified as sales
and services of hospitals.
If sales and services to students, faculty, or staff, rather than
training or instruction, is the purpose of an activity, the revenue
should be classified as sales and services of auxiliary enterprises
or hospitals.

Sales and Services of Auxiliary Enterprises
This category includes all revenues generated through opera
tions by auxiliary enterprises. An auxiliary enterprise is an en
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tity that exists to furnish goods or services to students, faculty,
or staff, and that charges a fee directly related to, although not
necessarily equal to, the cost of the goods or services. The gen
eral public incidentally may be served by some auxiliary enter
prises.

Auxiliary enterprises usually include residence halls, food
services, intercollegiate athletics (if essentially self-supporting),
college unions, college stores, and such services as barber shops,
beauty parlors, and movie theaters. Even though they may serve
students and faculty, hospitals are classified separately because
of their size and relative financial importance.

This category is limited to revenues derived directly from the
operation of the auxiliary enterprises themselves. Revenues
from gifts, grants, or endowment income restricted for auxiliary
enterprises should be reported under their respective source
categories.
Sales and Services of Hospitals
This category includes revenues (net of discounts, allowances,
and provision for doubtful accounts) generated by hospitals from
daily patient, special, and other services. Revenues of health
clinics that are part of a hospital should be included in this cate
gory. Not included are revenues for research and other specific
purpose gifts, grants, or endowment income restricted to the
hospital. Such funds should be included in the appropriate reve
nue sources described above.
Other Sources
This category should include all sources of current funds
revenue not included in other classifications. Examples are in
terest income and gains and losses on investments in current
funds, miscellaneous rentals and sales, expired term endowments,
and terminated annuity or life income agreements, if not mate
rial.
Note: It is appropriate to subtotal all revenues described above;
the subtotal excludes revenues of independent operations.
Transfers from Other Funds
Unrestricted amounts transferred from other fund groups
back to the Current Funds group are not revenues of the current
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funds. An example is the return of quasi-endowment funds from
the endowment and similar funds to unrestricted current funds.
Such amounts should be identified separately and included in
Nonmandatory Transfers (see expenditure categories).
Independent Operations
This category includes all revenues of those operations which
are independent of, or unrelated to, but which may enhance the
primary missions of the institution—instruction, research, and
public service. Included are revenues associated with major fed
erally funded research laboratories and other operations not
considered an integral part of the institution’s educational, auxil
iary enterprise, or hospital activities. This category does not
include the net profit (or loss) from operations owned and man
aged as investments of the institution’s endowment funds.
Additions to Fund Balances

The term “additions” is in contrast to revenues and transfers.
Additions are amounts received or made available to the re
stricted current funds during the reporting period as distin
guished from the amounts of restricted funds expended during
the fiscal period, which are reported as restricted fund revenues.
Current Funds Expenditures and Transfers

Current funds expenditures represent the costs incurred
for goods and services used in the conduct of the institution’s
operations. They include the acquisition cost of capital assets,
such as equipment and library books, to the extent current funds
are budgeted for and used by operating departments for such
purposes. If the amount of ending inventories or the cost of
services benefiting subsequent fiscal periods is material (in terms
of effect on financial statements), both inventories and deferred
charges should be recorded as assets and previously recorded ex
penditures appropriately decreased. In a subsequent fiscal period
these inventories and deferred charges as consumed should be
included as expenditures of that period. Significant inventories
of materials are usually present in central stores.
A capital asset is defined as any physical resource that benefits
a program for more than one year. Capital expenditures there
fore include funds expended for land, improvements to land,
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buildings, improvements and additions to buildings, equipment,
and library books. Most institutional accounting systems provide
for recording at least a portion of capital expenditures in the
current fund expenditures accounts of the various operating
units. Whether an expenditure is to be considered a capital ex
penditure is generally a matter for institutional determination,
or in the case of some public institutions, it is prescribed by
state regulation.
The general criteria for defining a capital asset are the rela
tive significance of the amount expended and the useful life of
the asset acquired, or in the case of repairs and alterations, the
extent to which the useful life is extended. For expenditure re
porting purposes, any item costing more than a specific amount,
as determined by the institution or appropriate governmental
unit, and having an expected useful life of more than one year
generally should be classified as a capital expenditure.1
Interdepartmental transactions ordinarily should be accounted
for as an increase in current fund expenditures of the department
receiving the materials, services, or capital assets and as a de
crease in current fund expenditures of the transferring depart
ment. Thus, total institutional expenditures are not inflated by
the transactions. Examples are sales and services of service
departments and central stores and transfers of material and
equipment from one department to another. Any differences
between the revenue from sales and services and the operating
costs of service departments or central stores, whether debit
or credit, are treated as Institutional Support expenditures. On
the other hand, sales and services of an auxiliary enterprise to
another department or auxiliary enterprise, or sales of materials
produced by an instructional department to another department
or auxiliary enterprise, would be reported as an expenditure of
the department or auxiliary enterprise receiving the materials
or services and as revenue of the department or auxiliary enter
prise selling the materials or services.
Expenditures differ from transfers. Expenditures are the
1 The Cost Accounting Standards Board (CASB) has stipulated $500 and
a useful life of more than two years as the threshold at which items must be
considered capital assets, and Federal Management Circular 73-8 (formerly
OMB Circular A-21) defines equipment as items having an acquisition cost
of $200 or more and an expected service life of one year or more. Different
limits which are reasonable and consistently applied are acceptable.
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recognition of the expending of resources of the Current Funds
group toward the objectives of each of the respective funds of
that group. Transfers are amounts moved between fund groups
to be used for the objectives of the recipient fund group. There
are two types of transfers, mandatory and nonmandatory, which
are fully described later in this chapter.
Expenditures and transfers may be classified in a variety of
ways to serve a variety of purposes. Some of the factors bearing
on the desired classification are:
1. The context in which appropriations, gifts, grants, and other
sources of revenue are made to the institution.
2. The mode best suited for preparing and executing the
budget.
3. The form that best serves the needs for financial reporting.
4. The presentation that will improve the quality of com
parative studies among institutions.
Thus, expenditures and transfers may be classified in terms of
programs, functions, organizational units, projects, and object
classes.
Classifications by program often cut across organizational,
functional, and even fund group lines and are useful in the plan
ning processes. The functional classification pattern—educa
tional and general, auxiliary enterprises, hospitals, independent
operations, and their subcategories—provides the greatest com
parability of data among institutions. The classification by organ
isational units provides data corresponding to channels of intra-institutional administrative responsibilities. Classification by
projects serves to provide data corresponding to the pattern in
which gifts, grants, and contracts are utilized by the institution.
Classification by object class—that is, according to materials or
capital assets purchased or services received, such as personal
services, staff benefits, printing and stationery, travel, communi
cations, food, fuel, utilities, repairs, equipment, and library books
—serves internal management needs.
Published financial reports usually classify expenditures and
transfers in terms of function, organizational unit, and object,
in that order.
It is suggested that the following functional classification be
followed:
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Educational and General
Expenditures
Instruction
Research
Public Service
Academic Support
Student Services
Institutional Support
Operation and Maintenance of Plant
Scholarships and Fellowships
Mandatory Transfers
Nonmandatory Transfers
Auxiliary Enterprises
Expenditures
Mandatory Transfers
Nonmandatory Transfers
Hospitals
Expenditures
Mandatory Transfers
Nonmandatory Transfers
Independent Operations
Expenditures
Mandatory Transfers
Nonmandatory Transfers
Educational and General
Instruction. This category should include expenditures for all
activities that are part of an institution’s instruction program,
with the exception of expenditures for remedial and tutorial in
struction, which should be categorized as Student Services. Ex
penditures for credit and noncredit courses, for academic, occu
pational, and vocational instruction, and for regular, special, and
extension sessions should be included.
Expenditures for departmental research and public service
that are not separately budgeted should be included in this clas
sification. This category excludes expenditures for academic
administration when the primary assignment is administration—
for example, academic deans. However, expenditures for depart
ment chairmen, in which instruction is still an important role of
the administrator, are included in this category.
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Research. This category should include all expenditures for
activities specifically organized to produce research outcomes,
whether commissioned by an agency external to the institution
or separately budgeted by an organizational unit within the
institution. Subject to these conditions, it includes expenditures
for individual and/or project research as well as those of insti
tutes and research centers. This category does not include all
sponsored programs (training grants are an example) nor is it
necessarily limited to sponsored research, since internally sup
ported research programs, if separately budgeted, might be in
cluded in this category under the circumstances described above.
Expenditures for departmental research that are separately
budgeted specifically for research are included in this category.
Public Service. This category should include funds expended
for activities that are established primarily to provide noninstructional services beneficial to individuals and groups external
to the institution. These activities include community service
programs (excluding instructional activities) and cooperative
extension services. Included in this category are conferences, in
stitutes, general advisory services, reference bureaus, radio and
television, consulting, and similar noninstructional services to
particular sectors of the community.
Academic Support. This category should include funds ex
pended primarily to provide support services for the institu
tion’s primary missions—instruction, research, and public ser
vice. It includes (1) the retention, preservation, and display of
educational materials—for example, libraries, museums, and
galleries; (2) the provision of services that directly assist the
academic functions of the institution, such as demonstration
schools associated with a department, school, or college of educa
tion; (3) media, such as audiovisual services and technology
such as computing support; (4) academic administration (includ
ing academic deans but not department chairmen) and personnel
development providing administrative support and management
direction to the three primary missions; and (5) separately
budgeted support for course and curriculum development. For
institutions that currently charge certain of the expenditures—
for example, computing support—directly to the various operat
ing units of the institution, such expenditures are not reflected
in this category.
Student Services. This category should include funds expended
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for offices of admissions and registrar and those activities whose
primary purpose is to contribute to the student’s emotional and
physical well-being and to his intellectual, cultural, and social
development outside the context of the formal instruction pro
gram. It includes expenditures for student activities, cultural
events, student newspaper, intramural athletics, student organi
zations, intercollegiate athletics (if the program is operated as
an integral part of the department of physical education and not
as an essentially self-supporting activity), supplemental educa
tional services to provide matriculated students with supple
mental instruction outside of the normal academic program (re
medial instruction is an example), counseling and career guid
ance (excluding informal academic counseling by the faculty),
student aid administration, and student health service (if not
operated as an essentially self-supporting activity).
Institutional Support. This category should include expendi
tures for: (1) central executive-level activities concerned with
management and long-range planning of the entire institution,
such as the governing board, planning and programming, and
legal services; (2) fiscal operations, including the investment
office; (3) administrative data processing; (4) space manage
ment; (5) employee personnel and records; (6) logistical activi
ties that provide procurement, storerooms, safety, security,
printing, and transportation services to the institution; (7) sup
port services to faculty and staff that are not operated as auxil
iary enterprises; and (8) activities concerned with community
and alumni relations, including development and fund raising.

Appropriate allocations of institutional support should be
made to auxiliary enterprises, hospitals, and any other activities
not reported under the Educational and General heading of ex
penditures.

Operation and Maintenance of Plant. This category should
include all expenditures of current operating funds for the opera
tion and maintenance of physical plant, in all cases net of
amounts charged to auxiliary enterprises, hospitals, and inde
pendent operations. It does not include expenditures made from
the institutional plant fund accounts. It includes all expenditures
for operations established to provide services and maintenance
related to grounds and facilities. Also included are utilities, fire
protection, property insurance, and similar items.
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Scholarships and Fellowships. This category should include
expenditures for scholarships and fellowships in the form of
outright grants to students selected by the institution and fi
nanced from current funds, restricted or unrestricted. It also
should include trainee stipends, prizes, and awards, except
trainee stipends awarded to individuals who are not enrolled in
formal course work, which should be charged to instruction, re
search, or public service as appropriate. If the institution is
given custody of the funds, but is not allowed to select the
recipient of the grant—for example, federal Basic Educational
Opportunity Grants program or ROTC scholarships—the funds
should be reported in the Agency Funds group rather than in
the Current Funds group. The recipient of an outright grant is
not required to perform service to the institution as considera
tion for the grant, nor is he expected to repay the amount of the
grant to the funding source. When services are required in ex
change for financial assistance, as in the federal College WorkStudy Program, the charges should be classified as expenditures
of the department or organizational unit to which the service is
rendered. Aid to students in the form of tuition or fee remissions
also should be included in this category. However, remissions of
tuition or fees granted because of faculty or staff status, or
family relationship of students to faculty or staff, should be re
corded as staff benefit expenditures in the appropriate functional
expenditure category.
Mandatory Transfers. This category should include transfers
from the Current Funds group to other fund groups arising out
of (1) binding legal agreements related to the financing of edu
cational plant, such as amounts for debt retirement, interest,
and required provisions for renewals and replacements of plant,
not financed from other sources, and (2) grant agreements with
agencies of the federal government, donors, and other organiza
tions to match gifts and grants to loan and other funds. Manda
tory transfers may be required to be made from either unre
stricted or restricted current funds.

Nonmandatory Transfers. This category should include those
transfers from the Current Funds group to other fund groups
made at the discretion of the governing board to serve a variety
of objectives, such as additions to loan funds, additions to quasi
endowment funds, general or specific plant additions, voluntary
renewals and replacements of plant, and prepayments on debt
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principal. It also may include the retransfer of resources back
to current funds.
Auxiliary Enterprises
An auxiliary enterprise is an entity that exists to furnish goods
or services to students, faculty, or staff, and that charges a fee
directly related to, although not necessarily equal to, the cost of
the goods or services. The distinguishing characteristic of auxil
iary enterprises is that they are managed as essentially selfsupporting activities. Examples are residence halls, food ser
vices, intercollegiate athletics, (only if essentially self-support
ing), college stores, faculty clubs, faculty and staff parking, and
faculty housing. Student health services, when operated as an
auxiliary enterprise, also should be included. The general public
may be served incidentally by auxiliary enterprises. Hospitals,
although they may serve students, faculty, or staff, are separately
classified because of their relative financial significance.
This category includes all expenditures and transfers relating
to the operation of auxiliary enterprises, including expenditures
for operation and maintenance of plant and for institutional
support; also included are other direct and indirect costs, whether
charged directly as expenditures or allocated as a proportionate
share of costs of other departments or units.
Expenditures. Expenditures of auxiliary enterprises are iden
tified by using the same general criteria as for educational and
general expenditures to distinguish them from transfers.
Mandatory Transfers. This type of transfer follows the same
criteria of identification as for educational and general manda
tory transfers to distinguish them from expenditures and non
mandatory transfers.
Nonmandatory Transfers. This type of transfer follows the
same criteria of identification as for educational and general non
mandatory transfers to distinguish them from expenditures and
mandatory transfers.

Hospitals
This category includes all expenditures and transfers asso
ciated with the patient care operations of the hospital, including
nursing and other professional services, general services, admin
istrative services, fiscal services, and charges for physical plant
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operations and institutional support. Also included are other
direct and indirect costs, whether charged directly as expendi
tures or allocated as a proportionate share of costs of other de
partments or units. Expenditures for those activities which take
place within the hospital, but which are categorized more appro
priately as instruction or research, should be excluded from this
category and accounted for in the appropriate categories.
Expenditures. The same criteria for identifying expenditures
are used as in the case of educational and general expenditures
to distinguish them from transfers.
Mandatory Transfers. The same criteria for identifying man
datory transfers are used as in the case of educational and gen
eral mandatory transfers to distinguish them from expenditures
and nonmandatory transfers.
Nonmandatory Tranfers. The same criteria for identifying
nonmandatory transfers are used as in the case of educational
and general nonmandatory transfers to distinguish them from
expenditures and mandatory transfers.

Independent Operations
This category includes expenditures and transfers of those
operations which are independent of, or unrelated to, but which
may enhance the primary missions of the institution. This cate
gory generally is limited to expenditures associated with major
federally funded research laboratories. This category excludes
expenditures associated with property owned and managed as
investments of the institution’s endowment funds.
Expenditures. The same criteria for identifying expenditures
are used as in the case of educational and general expenditures
to distinguish them from transfers.

Mandatory Transfers. The same criteria for identifying man
datory transfers are used as in the case of educational and gen
eral mandatory transfers to distinguish them from expenditures
and nonmandatory transfers.
Nonmandatory Transfers. The same criteria for identifying
nonmandatory transfers are used as in the case of educational
and general nonmandatory transfers to distinguish them from
expenditures and mandatory transfers.
AICPA Technical Practice Aids
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Deductions from Fund Balances
The term “deductions” is in contrast to expenditures and
transfers. Deductions represent decreases in current fund bal
ances, such as refunds to donors and grantors, and unencum
bered or unexpended funds returned or returnable to the state
treasury at fiscal year-end, depending on provisions of state
statutes or appropriation acts.
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ILLUSTRATIVE EXHIBITS
*
[Chapter 5: 7]

used in the accompanying exhibits are illustrative
only and are not intended to indicate any relationship among ac
counts. The summary of significant accounting policies and notes
to financial statements relate to the illustrative statements. Modi
fications should be made thereto as appropriate to actual cir
cumstances.
The

figures

Material from the Industry Audit Guide, Audits of Colleges
and Universities, copyright © 1973 by the American Institute
of Certified Public Accountants, Inc., is adapted with permission.

* From College and University Business Administration, third edition
(Washington, D.C., 1974), by permission of the National Association of Col
lege and University Business Officers.
AICPA Technical Practice Aids

§ 10,020.11

16,884

Statements of Position

Sample Educational Institution

Balance
June 30,
with comparative figures

Assets
Current Funds

Current Year
Unrestricted
Cash ......................... ................................ .... $ 210,000
450,000
Investments
..... ...
........ ....
Accounts receivable, less allowance
228,000
of $18,000 both years..........................
Inventories, at lower of cost (first-in,
90,000
first-out basis) or market.............. .....
28,000
Prepaid expenses and deferred charges.......
Total unrestricted.................. .. 1,006,000

Restricted
Cash ....
...........................................
Investments......................... ........................
Accounts receivable, less allowance
of $8,000 both years .........................
Unbilled charges .........................................
Total restricted.........................
Total current funds.................. ...

Prior Year

$

110,000
360,000
175,000

80,000
20,000
745,000

145,000
175,000

101,000
165,000

68,000
72,000
460,000
1,466,000

160,000
426,000
1,171,000

Loan Funds
30,000
Cash ..
............................................. ......
100,000
Investments..............................................
Loans to students, faculty, and staff,
less allowance of $10,000 current
550,000
year and $9,000 prior year—.. ........ ......
3,000
Due from unrestricted funds.................... ......
......
683,000
Total loan funds...................

20,000
100,000

382,000

_ 502,000

Endowment and Similar Funds
Cash ...........
Investments

Total endowment and similar funds....

100,000
13,900,000

101,000
11,800,000

14,000,000

11,901,000
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Sheet
19____
at June 30, 19

Liabilities and Fund Balances
Current Funds

Prior Year

Current Year

Unrestricted
Accounts payable ............................... ...........
Accrued liabilities ............. ......... ...... ...........
Students’ deposits................................ ..........
Due to other funds ............................ ...........
Deferred credits .................................. ...........
Fund balance ..................................... ...........
Total unrestricted ........... ...........

$ 125,000
20,000
30,000
158,000
30,000
643,000
1,006,000

Restricted
Accounts payable....... ............... .................
Fund balances............................... .................

14,000
446,000

5,000
421,000

Total restricted
.......................
Total current funds......................

460,000
1,466,000

426,000
1,171,000

50,000

33,000

483,000
150,000
683,000

369,000
100,000
502,000

7,800,000
3,840,000
1,000,000
1,360,000
14,000,000

6,740,000
3,420,000
800,000
941,000
11,901,000

Loan Funds
Fund balances
U.S. government grants refundable................
University funds
Restricted ..........
Unrestricted ...............................................
Totalloan funds...........................

$

100,000
15,000
35,000
120,000
20,000
455,000
745,000

Endowment and Similar Funds
Fund balances
Endowment.....................................................
Term endowment...........................................
Quasi-endowment—unrestricted ....................
Quasi-endowment—restricted ........................
Total endowment and similar funds ...

AICPA Technical Practice Aids
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Exhibit I—Continued

Annuity and Life Income Funds
Annuity funds
. $
55,000
Investments.................................................... _3,260,000
Total annuity funds ................... - 3,315,000
Life income funds
15,000
Cash .............................................................
Investments.................................................... . 2,045,000
Total life income funds............... . 2,060,000
5,375,000
Total annuity and life income funds .

$

45,000
3,010,000
3,055,000
15,000
1,740,000
1,755,000
4,810.000

Plant Funds
Unexpended
Cash .............................................................
Investments ..................................................
Due from unrestricted current funds ........ ..

275,000
1,285,000
150,000

410,000
1,590,000
120,000

Total unexpended........................

1,710,000

2,120,000

Deposits with trustees . ... ............... ..........
Due from unrestricted current funds ............
Total renewals and replacements..

5,000
150,000
100,000
5,000
260,000

4,000
286,000
90,000

380,000

Retirement of indebtedness
Cash ..............................................................
Deposits with trustees. ..................................
Total retirement of indebtedness..

50,000
250,000
300,000

40,000
253,000
293,000

Investment in plant
500,000
Land ..............................................................
1,000,000
Land improvements.......................................
Buildings ........................................................ 25,000,000
Equipment ..................................................... 15,000,000
100,000
Library books.................................................
Total investment in plant............. 41,600,000
Total plant funds.......................... 43,870,000

500,000
1,110,000
24,060,000
14,200,000
80,000
39,950,000
42,743,000

Renewals and replacements

Agency Funds
Cash ..............................................................
Investments....................................................
Total agency funds......................

50,000
60,000
110,000

—

70,000
20,000
90,000

See accompanying Summary of Significant Accounting
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Annuity and Life Income Funds
Annuity funds
. $ 2,150,000
Annuities payable .
.......................
1,165,000
Fund balances.......................
............
,
3,315,000
Total annuity funds
Life income funds
5,000
Income payable
................
_2,055,000
Fund balances
.....
2,060,000
Total life income funds............
5,375,000
Total annuity and life income funds..

16,887

$ 2,300,000
755,000
3,055,000

5,000
1,750,000
_l,755,000
_4,810,000

Plant Funds
Unexpended
10,000
Accounts payable
. ..
100,000
Notes payable
400,000
Bonds payable ...
...
Fund balances
1,000,000
Restricted..............
Unrestricted
. .. ................................ ___ 200,000
1,710,000
Total unexpended
.
.. .

Renewals and replacements
Fund balances
Restricted
Unrestricted
.

—
—
—
1,860,000
___ 260,000
2,120,000

............... ...........
..........................

25,000
235,000

180,000
200,000

Total renewals and replacements .

260,000

380,000

Retirement of indebtedness
Fund balances
185,000
Restricted
................................. ..
115,000
Unrestricted ...............................................
Total retirement of indebtedness .
300,000
Investment in plant
790,000
Notes payable.................................................
2,200,000
Bonds payable ..............................................
400,000
Mortgages payable.........................................
Net investment in plant........... .................. 38,210,000
Total investment in plant ........... 41,600,000
Total plant funds......................... 43,870,000

125,000
168,000
293,000
810,000
2,400,000
200,000
36,540,000
39,950,000
42,743,000

Agency Funds
Deposits held in custody for others....................
Total agency funds......................

110,000
110,000

____ 90,000
90,000

Policies and Notes to Financial Statements
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Sample Educational Institution

Statement of Changes in
Year Ended June 30,

Current Funds
Unrestricted Restricted

Revenues and other additions
Unrestricted current fund revenues.............................................. - $7,540,000
Expired term endowment—restricted.......................
....
State appropriations—restricted .....................................................
500,000
Federal grants and contracts—restricted.................
.............
370,000
Private gifts, grants, and contracts—restricted
224,000
Investment income—restricted ......................................................
Realized gains on investments—unrestricted ............................
Realized gains on investments—restricted.......................................
Interest on loans receivable ..........................................................
U.S. government advances ..................... .....................................
Expended for plant facilities (including $100,000 charged to
current funds expenditures).................................... ......... ...
Retirement of indebtedness ..........................................................
Accrued interest on sale of bonds...................................................
Matured annuity and life income restricted to endowment ..........
Total revenues and other additions........
. . . 7,540,000 1,094,000

Expenditures and other deductions
Educational and general expenditures......................
Auxiliary enterprises expenditures ........................................
Indirect costs recovered .......
Refunded to grantors................................................................. —Loan cancellations and write-offs ..... ........ .............. ........ .
Administrative and collection costs................................................
Adjustment of actuarial liability for annuities payable................
Expended for plant facilities (including noncapitalized
expenditures of $50,000).......................................................
Retirement of indebtedness...........................................................
Interest on indebtedness................................... ...........................
Disposal of plant facilities .... ....................................................
Expired term endowments ($40,000 unrestricted,
$50,000 restricted to plant) .....................................................
Matured annuity and life income funds restricted to endowment....
Total expenditures and other deductions..................

4,400,000 1,014,000
1,830,000
35,000
20,000

6,230,000 1,069,000
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Fund Balances
19____

Loan
Funds

Endowment
and Similar
Funds

Annuity
and Life
Income
Funds

Unex
pended

Plant Funds
Renewals Retire
and
ment of
Replace Indebt Investment
ments edness in Plant

50,000
50,000

100,000
12,000
4,000
7,000
18,000

1,500,000
10,000
109,000
50,000

800,000

115,000
5,000

5,000

65,000
5,000

10,000

5,000

5,000

15,000

1,550,000
220,000
3,000

141,000

10,000
1,679,000

800,000

230,000

10,000

10,000
1,000
1,000

78,000

1,785,000

1,000
75,000
1,200,000

300,000
220,000
190,000

115,000

90,000
12,000

90,000

10,000
85,000

AICPA Technical Practice Aids

1,200,000

300,000 411,000

115,000
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Exhibit 2—Continued

Transfers among funds—additions/(deductions)

Current Funds___
Unrestricted Restricted

Mandatory:
Principal and interest..............................................................
(340,000)
Renewals and replacements.........................................................
(170,000)
Loan fund matching grant..........................................................
(2,000)
Unrestricted gifts allocated ..........................................................
(650,000)
Portion of unrestricted quasi-endowment funds
investment gains appropriated ...............................................
40,000
Total transfers............................................................ (1,122,000)

Net increase/(decrease) for the year
Fund balance at beginning of year.......................................................
Fund balance at end of year.........................

188,000
455,000
643,000

25,000
421,000
446,000

See accompanying Summary of Significant Accounting
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Loan
Funds

Endowment
and Similar
Funds

Annuity
and Life
Income
Funds

Unexpended

16,891

Plant Funds
Renewals Retirement of
and
Replace- Indebt- Investment
ments edness in Plant

340,000
170,000
2,000
50,000

550,000

50,000

52,000

(40,000)
510,000

50,000

170,000

340,000

7,000
1,670,000
181,000 2,099,000
715,000 (920,000) (120,000)
502,000 11,901,000 2,505,000 2,120,000 380,000 293,000 36,540,000
683,000 14,000,000 3,220,000 1,200,000 260,000 300,000 38,210,000

Policies and Notes to Financial Statements
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Sample Educational Institution

Statement of Current Funds Revenues,
Year Ended June

Revenues
Tuition and fees.........
Federal appropriations . .
.....................
State appropriations .......
.......................
Local appropriations ............
-- Federal grants and contracts
.....................................
State grants and contracts.........
.
............
Local grants and contracts...........
..............................................
........
Private gifts, grants, and contracts..
............................................................
Endowment income................................................................................................
Sales and services of educational departments.....................................................
Sales and services of auxiliary enterprises .................................
.............
Expired term endowment.....................................................................................
Other sources (if any).................
....................................................
Total current revenues..................
.......................................................

Expenditures and mandatory transfers
Educational and general
Instruction.......................................................................................................
Research.........
.......................................................................................
Public service.....
.........
............................................................
Academic support
....
................. ........................................
Student services......
...................................................................................
Institutional support ...........................................................................................
Operation and maintenance of plant.................................................................
Scholarships and fellowships..............................................................................
Educational and general expenditures ..........................................................
Mandatory transfers for:
Principal and interest............... ................................................... ................
Renewals and replacements.....................
... - - ...
Loan fund matching grant...... ......................................................................
Total educational and general......................................................................
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Expenditures, and Other Changes
30, 19

Unrestricted

$2,600,000
500,000
700,000
100,000
20,000
10,000
5,000
850,000
325,000
190,000
2,200,000
40,000

Current Year
Restricted

$ 375,000
25,000
25,000
380,000
209,000

Total

Prior
Year Total

$2,600,000
500,000
700,000
100,000
395,000
35,000
30,000
1,230,000
534,000
190,000
2,200,000
40,000

$2,300,000
500,000
700,000
100,000
350,000
200,000
45,000
1,190,000
500,000
195,000
2,100,000

7,540,000

1,014,000

8,554,000

8,180,000

2,960,000
100,000
130,000
250,000
200,000
450,000
220,000
90,000
4,400,000

489,000
400,000
25,000

100,000
1,014,000

3,449,000
500,000
155,000
250,000
200,000
450,000
220,000
190,000
5,414,000

3,300,000
650,000
175,000
225,000
195,000
445,000
200,000
180,000
5,370,000

50,000
80,000

1,014,000

90,000
100,000
2,000
5,606,000

90,000
100,000
2,000
4,592,000
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Exhibit 3—Continued

Expenditures and mandatory transfers
Auxiliary enterprises
Expenditures ................ ........................... .......
Mandatory transfers for:
Principal and interest............
Renewals and replacements.................................
Total auxiliary enterprises................
Total expenditures and mandatory transfers

Other transfers and additions/(deductions)
Excess of restricted receipts over transfers to revenues...........
Refunded to grantors ........................................................
Unrestricted gifts allocated to other funds...............................
Portion of quasi-endowment gains appropriated
..............
Net increase in fund balances............................................

See accompanying Summary of Significant
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Unrestricted

Current Year
Restricted

Total

1 6,895

Prior
Year Total

1,830,000

1,830,000

1,730,000

250,000
70,000
2,150,000
6,742,000

250,000
70,000
2,150,000
7,756,000

250,000
70,000
2,050,000
7,550,000

1,014,000

45,000
(20,000)
(650,000)
40,000
188,000

25,000

45,000
(20,000)
(650,000)
40,000
213,000

40,000
(510,000)

160,000

Accounting Policies and Notes to Financial Statements
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SAMPLE EDUCATIONAL INSTITUTION
SUMMARY OF SIGNIFICANT ACCOUNTING POLICIES
June 30, 19----The significant accounting policies followed by Sample Educa
tional Institution are described below to enhance the usefulness
of the financial statements to the reader.

Accrual Basis
The financial statements of Sample Educational Institution
have been prepared on the accrual basis except for depreciation
accounting as explained in notes 1 and 2 to the financial state
ments. The statement of current funds revenues, expenditures,
and other changes is a statement of financial activities of current
funds related to the current reporting period. It does not purport
to present the results of operations or the net income or loss for
the period as would a statement of income or a statement of
revenues and expenses.
To the extent that current funds are used to finance plant
assets, the amounts so provided are accounted for as (1) expendi
tures, in the case of normal replacement of movable equipment
and library books; (2) mandatory transfers, in the case of re
quired provisions for debt amortization and interest and equip
ment renewal and replacement; and (3) transfers of a nonman
datory nature for all other cases.

Fund Accounting
In order to ensure observance of limitations and restrictions
placed on the use of the resources available to the Institution,
the accounts of the Institution are maintained in accordance with
the principles of “fund accounting.” This is the procedure by
which resources for various purposes are classified for account
ing and reporting purposes into funds that are in accordance
with activities or objectives specified. Separate accounts are
maintained for each fund; however, in the accompanying finan
cial statements, funds that have similar characteristics have been
combined into fund groups. Accordingly, all financial transac
tions have been recorded and reported by fund group.
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Within each fund group, fund balances restricted by outside
sources are so indicated and are distinguished from unrestricted
funds allocated to specific purposes by action of the governing
board. Externally restricted funds may only be utilized in ac
cordance with the purposes established by the source of such
funds and are in contrast with unrestricted funds over which the
governing board retains full control to use in achieving any of
its institutional purposes.
Endowment funds are subject to the restrictions of gift in
struments requiring in perpetuity that the principal be invested
and the income only be utilized. Term endowment funds are simi
lar to endowment funds except that upon the passage of a stated
period of time or the occurrence of a particular event, all or part
of the principal may be expended. While quasi-endowment funds
have been established by the governing board for the same pur
poses as endowment funds, any portion of quasi-endowment
funds may be expended.
All gains and loses arising from the sale, collection, or other
disposition of investments and other noncash assets are ac
counted for in the fund which owned such assets. Ordinary in
come derived from investments, receivables, and the like is
accounted for in the fund owning such assets, except for income
derived from investments of endowment and similar funds, which
income is accounted for in the fund to which it is restricted or, if
unrestricted, as revenues in unrestricted current funds.
All other unrestricted revenue is accounted for in the unre
stricted current fund. Restricted gifts, grants, appropriations,
endowment income, and other restricted resources are accounted
for in the appropriate restricted funds. Restricted current funds
are reported as revenues and expenditures when expended for
current operating purposes.

Other Significant Accounting Policies
Other significant accounting policies are set forth in the finan
cial statements and the notes thereto.

SAMPLE EDUCATIONAL INSTITUTION
NOTES TO FINANCIAL STATEMENTS
June 30, 19----1. Investments exclusive of physical plant are recorded at
AICPA Technical Practice Aids
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cost; investments received by gifts are carried at market value
at the date of acquisition. Quoted market values of investments
(all marketable securities) of the funds indicated were as follows:
Current year

Prior year

Unrestricted current funds ... .$ 510,000 $ 390,000
Restricted current funds.........
180,000
165,000
105,000
105,000
Loan funds ..............................
1,600,000
Unexpended plant funds......... . 1,287,000
145,000
285,000
Renewal and replacement funds
60,000
20,000
Agency funds............................

Investments of endowment and similar funds and annuity and
life income funds are composed of the following:
Carrying value
Prior year
Current year

Endowment and similar funds:
Corporate stocks and bonds
(approximate market,
current year $15,000,000,
prior year $10,900,000) .... $13,000,000 $10,901,000
Rental properties—less
accumulated depreciation,
current year $500,000,
prior year $400,000 .............
900,000
899,000
Annuity funds:
U.S. bonds (approximate
market, current year
$200,000, prior year
$100,000) .............................
Corporate stocks and bonds
(approximate market,
current year $3,070,000,
prior year $2,905,000).........

Life income funds:
Municipal bonds (approximate
market, current year
$1,400,000, prior year
$1,340,000) ..........................

13,900,000

11,800,000

200,000

110,000

3,060,000

2,900,000

3,260,000

3,010,000

1,500,000

1,300,000
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Corporate stocks and bonds
(approximate market,
current year $650,000, prior
year $400,000) ...................

545,000
2,045,000

16,899

440,000
1,740,000

Assets of endowment funds, except nonmarketable investments
of term endowment having a book value of $200,000 and quasiendowment having a book value of $800,000, are pooled on a
market value basis, with each individual fund subscribing to or
disposing of units on the basis of the value per unit at market
value at the beginning of the calendar quarter within which the
transaction takes place. Of the total units each having a market
value of $15.00, 600,000 units were owned by endowment, 280,000
units by term endowment, and 120,000 units by quasi-endowment
at June 30,19----The following tabulation summarizes changes in relationships
between cost and market values of the pooled assets:
Pooled Assets
Market
Cost

Net
Gain
(Losses)

Market
Value
per
Unit

End of year . .$15,000,000 $13,000,000 $2,000,000 $15.00
Beginning
of year .... 10,900,000 10,901,000
(1,000) 12.70
Unrealized
net gains
for year ...
2,001,000
Realized
net gains
for year ...
159,000
Total
net gains
for year ...
$2,160,000
2.30
The average annual earnings per unit, exclusive of net gains,
were $.56 for the year.
2. Physical plant and equipment are stated at cost at date of
acquisition or fair value at date of donation in the case of gifts,
except land acquired prior to 1940, which is valued at appraisal
value in 1940 at $300,000. Depreciation on physical plant and
equipment is not recorded.
AICPA Technical Practice Aids
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3. Long-term debt includes: bonds payable due in annual in
stallments varying from $45,000 to $55,000 with interest at 5½ %,
the final installment being due in 19. collateralized by trust
indenture covering land, buildings, and equipment known as
Smith dormitory carried in the accounts at $2,500,000, and
pledged net revenue from the operations of said dormitory; and
mortgages payable due in varying amounts to 19.... with in
terest at 6%, collateralized by property carried in the accounts
at $800,000 and pledged revenue of the Student Union amounting
to approximately $65,000 per year.

4. The Institution has certain contributory pension plans for
academic and nonacademic personnel. Total pension expense for
the year was $350,000, which includes amortization of prior ser
vice cost over a period of 20 years. The Institution’s policy is to
fund pension costs accrued, including periodic funding of prior
years ’ accruals not previously funded. The actuarially computed
value of vested benefits as of June 30, 19... exceeded net assets
of the pension fund by approximately $300,000.

5. Contracts have been let for the construction of additional
classroom buildings in the amount of $3,000,000. Construction
and equipment are estimated to aggregate $5,000,000, which will
be financed by available resources and an issue of bonds payable
over a period of 40 years amounting to $4,000,000.
6. All interfund borrowings have been made from unrestricted
funds. The amounts due to plant funds from current unrestricted
funds are payable within one year without interest. The amount
due to loan funds from current unrestricted funds is payable
currently.
7. Pledges totaling $260,000, restricted to plant fund uses, are
due to be collected over the next three fiscal years in the amounts
of $120,000, $80,000, and $60,000, respectively. It is not practica
ble to estimate the net realizable value of such pledges.

§ 10,020.11 Copyright © 1975, American Institute of Certified Public Accountants, Inc.

Financial Accounting and Reporting by Colleges and Universities

.12

16,901

CHART OF ACCOUNTS
*
[Chapter 5: 6]

A systematic classification of accounts is an essential part of
an accounting system. The accounts should be developed to be
compatible with the organizational structure of the institution,
and their form and content should be arranged in agreement with
the financial reports to be presented.
The arrangement should be formalized in a chart of accounts,
and for ease of identification and reference, each account should
be assigned an appropriate code number or symbol. Classification
should be according to the funds and fund groups of the institu
tion, as described in the preceding chapters of Part 5. Within
each fund group, the accounts should be listed according to as
sets, liabilities, and fund balance accounts.
The illustrative chart of accounts for a college or university
presented below shows those accounts usually found in the gen
eral ledger or carried in subsidiary ledgers with appropriate
control accounts in the general ledger. This chart is presented as
a guide for institutions in developing their own detailed charts
of accounts and to help them set up their accounts in conformity
with the principles of accounting and reporting presented in
the preceding chapters of Part 5. The system of accounts may be
expanded, contracted, or modified to meet the needs of the indi
vidual institution and to conform to its organizational structure,
but in any case it should incorporate the basic elements common
to all educational institutions.
In designing or revising a chart of accounts, the code numbers
or symbols assigned to the accounts should progress in a logical
order. Because each fund and fund group is carried in the ac
counting records as a separately balanced group, the accounts in
any given group should be assigned a code number that, perhaps
by a prefix, identifies that fund group—for example, all accounts
related to current funds should be identifiable as such; all ac
counts for plant funds should be identifiable as such. Similarly,
within the fund groups, consistent code numbers should identify
subgroups, assets, liabilities, and fund balances. For revenue ac
counts, code numbers or symbols can be used to identify sources.
* From College and University Business Administration, third edition
(Washington, D.C., 1974), by permission of the National Association of Col
lege and University Business Officers.
AICPA Technical Practice Aids
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For expenditure accounts, code numbers or symbols can be used
to identify functions, organizational units, projects, programs,
and objects of expenditures. The individual fund identity should
be an integral part of the fund balance, revenue, and expenditure
account codes.
In developing a chart of accounts, it is important to exercise
economy in the use of digits and characters for code numbers, to
plan a logical arrangement for the chart, and to make ample
provision for future expansion of account numbers.

GENERAL LEDGER ACCOUNTS
Current Funds—Unrestricted
Asset Accounts
Cash
Petty Cash
Investments
Accounts Receivable—detailed as needed, for example:
Students
Hospital Patients
Governmental
Unbilled Charges
Notes Receivable—detailed as needed
Allowance for Doubtful Accounts and Notes—credit balance account
associated with each type of receivable
Inventories—detailed as needed, for example:
College Store
Dining Halls
Central Stores
Plant Operation and Maintenance Supply Store
Prepaid Items and Deferred Charges—detailed as needed
Due from Other Fund Groups
Liability and Fund Balance Accounts
Notes Payable
Accounts Payable and Accrued Expenses—detailed as needed
Deferred Credits
Deposits
Due to Other Fund Groups
Fund Balances—Allocated—detailed as needed, for example:
Auxiliary Enterprises
Reserve for Encumbrances
Reserve for Computer Use Survey
Reserve for Faculty Self-Improvement Program
Fund Balance—Unallocated
Operating Accounts. The following control accounts in the general ledger
for actual revenues, expenditures, and other changes are supported in
detail by Current Funds Revenues and Current Funds Expenditures
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and Other Changes accounts in subsidiary ledgers. If desired, several
control accounts may be provided in lieu of single control accounts:
Revenues Control—credit account
Expenditures and Other Changes Control—debit account
When budgetary accounts are carried in the general ledger, the follow
ing control accounts would appear in the chart of accounts. They are
supported in detail by Current Funds Revenues and Current Funds
Expenditures and Other Changes accounts in subsidiary ledgers:
Estimated Revenues or Unrealized Revenues
Expenditures and Other Changes Allocations or Budget Allocations
for Expenditures and Other Changes
Unallocated Budget Balance or Unassigned Budget Balance

Current Funds—Restricted
These accounts are to be used if the assets and liabilities of such funds are
separated from those of Unrestricted Current Funds.
Asset Accounts
Cash
Investments
Accounts Receivable—detailed as needed, for example:
Governmental
Other
Unbilled Charges
Allowance for Doubtful Accounts—credit balance account
Due from Other Fund Groups
Liability and Fund Balance Accounts

Accounts Payable
Due to Other Fund Groups
Fund Balances—Allocated—detailed as needed, for example:
Reserve for Encumbrances
Auxiliary Enterprises
Fund Balances—Unallocated
Both of the fund balance accounts may be control accounts sup
ported by separate subsidiary ledger accounts for each restricted
current fund and for each type of fund balance. Additional control
accounts may be provided as required or desired.
Operating Accounts. Expenditures of restricted current funds may be
recorded in the operating accounts of unrestricted current funds, in
which case transfers of restricted current funds to current funds rev
enues accounts would be made to finance such expenditures. When
this is not done, operating accounts for each current restricted fund
must provide for proper classification of expenditures by object, as
well as providing for appropriate categorization of sources of additions,
deductions other than expenditures, and transfers to and from other
funds.

AICPA Technical Practice Aids
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Loan Funds
Asset Accounts
Cash
Investments
Notes Receivable from Students, Faculty, and Staff
Allowance for Doubtful Loans—credit balance account

Liability and Fund Balance Accounts
Accounts Payable to Collection Agencies
Due to Other Fund Groups
Refunds Payable on Refundable Government Grants
Fund Balances—This may be a control account supported by separate
subsidiary ledger accounts for each fund. Separate accounts should
be carried to identify the sources of funds available for loans, such
as donor- and government-restricted loan funds, including funds
provided by mandatory transfers required for matching purposes,
unrestricted funds designated as loan funds, and funds returnable
to the donor under certain conditions. Accounts to identify alloca
tions of fund balances should be provided. Accounts may be main
tained to identify resources available for loans to students separately
from those for faculty and staff.

Endowment and Similar Funds
Asset Accounts
Cash
Accounts Receivable
Notes Receivable
Allowance for Doubtful Accounts and Notes—credit balance account
Prepaid Items
Investments—detailed as needed, for example:
Bonds
Allowance for Unamortized Bond Premiums
Allowance for Unamortized Bond Discounts
Preferred Stocks
Common Stocks
Mortgage Notes
Real Estate
Allowance for Depreciation—credit balance account
Due from Other Fund Groups
Liability and Fund Balance Accounts
The fund balance accounts should be classified as to Endowment, Term
Endowment, and Quasi-Endowment Funds, even though the invest
ments of the funds may be merged in one or more investment pools.
Payables—detailed as needed, for example:
Mortgages Payable
Notes Payable
Accounts Payable
Collateral Due on Securities Loaned
Due to Other Fund Groups
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Balances of Endowment Funds
Balances of Term Endowment Funds
Balances of Quasi-Endowment Funds—Unrestricted
Balances of Quasi-Endowment Funds—Restricted
In order to differentiate between the balances of funds for which the
income is unrestricted and those for which the income is restricted, the
following accounts may be employed:
Balances of Endowment Funds—Unrestricted
Balances of Endowment Funds—Restricted—detailed as needed, for
example:
Professorships
Instructional Departments
Scholarships
Library
Loan Funds

Note. The balances of term endowment funds also may be identified
in this manner.
Undistributed Gains and Losses on Investment Transactions—Sepa
rate accounts should be established for each investment pool.
Undistributed Share Adjustments—Separate accounts should be estab
lished for each investment pool.

Annuity and Life Income Funds
If the funds in this section are pooled for investment purposes, accounts for
the assets may be classified as shown below for each investment pool. If
any funds are separately invested, accounts should be set up for the invest
ment of such funds.

Asset Accounts
Cash
Accounts Receivable
Notes Receivable
Allowance for Doubtful Accounts and Notes—credit balance account
Investments—detailed as needed, for example:
Bonds
Allowance for Unamortized Bond Premiums
Allowance for Unamortized Bond Discounts
Preferred Stocks
Common Stocks
Mortgage Notes
Real Estate
Allowance for Depreciation—credit balance account
Due from Other Fund Groups
Liability and Fund Balance Accounts
Accounts Payable
Annuity Payments Currently Due
Annuities Payable
Life Income Payments Currently Due
Due to Other Funds for Advances on Annuity Payments
AICPA Technical Practice Aids
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Due to Other Funds for Advances to Income Beneficiaries
Undistributed Income—Annuity Funds
Undistributed Income—Life Income Funds
Balances of Annuity Funds
Balances of Life Income Funds
These may be control accounts supported by subsidiary ledger ac
counts for each fund. Within the two categories the accounts may be
listed alphabetically by name, or they may be classified in any other
manner at the discretion of the institution.
Undistributed Gains and Losses on Investment Transactions—Separate
accounts should be established for each investment pool.
Undistributed Share Adjustments—Separate accounts should be estab
lished for each investment pool.
Income, Expenditure, and Transfer Accounts
Income from Investments—credit account, detailed by each agreement
Expenditures and Transfers—debit account, detailed by each agree
ment

Plant Funds—Unexpended
Asset Accounts

Cash
Investments
Receivables—detailed as needed
Allowance for Doubtful Accounts—credit balance account
Due from Other Fund Groups
Construction in Progress—alternatively can be shown in Investment in
Plant subgroup of Plant Funds

Liability and Fund Balance Accounts
Accounts Payable
Notes Payable
Bonds Payable
Mortgages Payable
Due to Other Fund Groups
Fund Balances—This may be a control account supported by sub
sidiary ledger accounts which should differentiate between unre
stricted and restricted funds.

Plant Funds—Funds for Renewals and Replacements
These accounts should be used if the assets of such funds are separated from
the assets of other subgroups of Plant Funds.
Asset Accounts
Cash
Accounts Receivable
Allowance for Doubtful Accounts—credit balance account
Investments
Deposits with Trustees
Due from Other Fund Groups
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Liability and Fund Balance Accounts

Accounts Payable
Due to Other Fund Groups
Fund Balances—This may be a control account supported by sub
sidiary ledger accounts which should differentiate between unre
stricted and restricted funds.

Plant Funds—Funds for Retirement of Indebtedness
These accounts should be used if the assets of such funds are separated from
the assets of other subgroups of Plant Funds.
Asset Accounts
Cash
Accounts and Notes Receivable
Allowance for Doubtful Accounts—credit balance account
Investments
Deposits with Trustees
Due from Other Fund Groups
Liability and Fund Balance Accounts

Accounts Payable
Due to Other Fund Groups
Fund Balances—This may be a control account supported by sub
sidiary ledger accounts which should differentiate between unre
stricted and restricted funds.

Plant Funds—Investment in Plant
Asset Accounts

Land
Buildings
Allowance for Depreciation—credit balance account
Improvements Other than Buildings
Allowance for Depreciation—credit balance account
Equipment
Allowance for Depreciation—credit balance account
Library Books
Art Museums and Collections
Construction in Progress—alternatively can be shown in the Unex
pended Plant Funds subgroup of Plant Funds

Liability and Fund Balance Accounts
Accounts Payable
Notes Payable
Bonds Payable
Mortgages Payable
Leaseholds Payable
Due to Other Fund Groups
Net Investment in Plant —detailed as needed
AICPA Technical Practice Aids
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Agency Funds
Asset Accounts
Cash
Accounts Receivable
Notes Receivable
Allowance for Doubtful Accounts and Notes—credit balance account
Investments
Due from Other Fund Groups
Liability Accounts
Accounts Payable
Due to Other Fund Groups
Deposit Liabilities—Accounts for each agency fund should be carried
either in the general ledger or in subsidiary ledgers.

CURRENT FUNDS REVENUES ACCOUNTS
(Separate Restricted and Unrestricted Accounts)
Tuition and Fees—detailed as needed
Federal Appropriations
State Appropriations
Local Appropriations
Federal Grants and Contracts
State Grants and Contracts
Local Grants and Contracts
Private Gifts, Grants, and Contracts—detailed as needed
Endowment Income—detailed as needed, for example:
Income from Funds Held by Others Under Irrevocable Trusts

Sales and Services of Educational Activities—detailed as
needed, for example:
Film Rentals
Testing Services
Home Economics Cafeteria
Demonstration Schools
Dairy Creameries
Food Technology Divisions
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Sales and Services of Auxiliary Enterprises—detailed as
needed, for example:
Residence Halls
Faculty Housing
Food Services
College Union
Additional revenue accounts may be established for sources of sales, types
of products and services, and cash and interdepartmental sales.

Sales and Services of Hospitals—detailed as needed, for
example:
Daily Patient Services
Nursing Services
Other Professional Services
Health Clinics if an integral part of the hospital

Other Sources—detailed as needed
Independent Operations—detailed as needed by organizational
units

CURRENT FUNDS EXPENDITURES
AND TRANSFERS ACCOUNTS
Current funds expenditures accounts should bear identifying
codes and symbols that will identify functions, such as Instruc
tion, Institutional Support, and Scholarships and Fellowships;
identify organizational units, such as Department of Physics,
Controller’s Office, and Registrar’s Office; and identify the object
of expenditures, such as Personnel Compensation, Supplies and
Expenses, and Capital Expenditures. If desired, interdepart
mental purchases, as contrasted with purchases from external
sources, also may be identified by code or symbol. The object
coding and symbols should be designed to provide for common
usage of the objects throughout the entire chart of accounts, al
though, of course, there will be individual object codings that will
be used only for particular functional categories.

Educational and General
Instruction
Accounts by divisions, schools, colleges, and departments of instruc
tion following the administrative organization of the institution. The
four functional subcategories are:
General academic instruction
Occupational and vocational instruction
Special session instruction
Community education
AICPA Technical Practice Aids

§ 10,020.12

16,910

Statements of Position

Research

Accounts by individual projects, classified by organizational units. The
two junctional subcategories are:
Institutes and research centers
Individual or project research
Public Service

Accounts by activities, classified by type of activity, such as:
Community Service
Conferences and Institutes
Cooperative Extension Service
Public Lectures
Radio
Television

Academic Support

Accounts by activities, classified by type of activity, such as:
Academic Administration and Personnel Development
Audiovisual Services
Computing Support (excluding administrative data processing), un
less distributed to using activites
Course and Curriculum Development
Demonstration Schools
Libraries
Museums and Galleries
Student Services

Accounts by activities, classified by type of activity, such as:
Admissions Office
Counseling and Career Guidance
Cultural Events
Dean of Students
Financial Aid Administration
Health and Infirmary Services if not an integral part of a hospital
nor operated as an essentially self-supporting operation
Intramural Athletics
Intercollegiate Athletics if operated as an integral part of depart
ment of physical education and not essentially self-supporting
Registrar
Student Organizations
Remedial Instruction
Institutional Support—detailed as needed, for example:
Governing Board
Chief Executive Office
Chief Academic Office
Chief Business Office
Investment Office
Legal Counsel
Administrative Data Processing
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Alumni Office
Auditing, internal and external
Safety
Security
Catalogues and Bulletins
Commencements
Convocations
Development Office
Employee Personnel and Records
Fund Raising
General Insurance other than Property Insurance
Interest on Current Funds Loans
Legal Fees
Memberships
Printing
Provisions for Doubtful Accounts and Notes
Publications
Public Relations
Purchasing
Service Departments
There should be interim accounts for all organizational units classi
fied in this category; these accounts'should be closed out at the end
of each fiscal year.
Space Management
Telephone and Telegraph unless charged to departmental budgets
Transportation including motor pool, unless operated as a service de
partment
Operation and Maintenance of Plant
Accounts for all organizational units and functions, such as:
Administration
Custodial Services
Maintenance of Buildings
Maintenance of Grounds
Utilities
Trucking Services
Fire Protection
Property Insurance

Scholarships and Fellowships
Accounts as needed and desired for scholarships, fellowships, grantsin-aid, trainee stipends, prizes, and awards.
Tuition and Fee Remissions unless properly classified as staff benefit
expenditures
Accounts may be set up for instructional divisions and departments,
such as:
School of Medicine
Department of Physics

AICPA Technical Practice Aids
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Mandatory Transfers, Educational and General—detailed to show
subcategories, such as:
Provision for Debt Service on Educational Plant
Loan Fund Matching Grants
Nonmandatory Transfers, Educational and General (to and from)
—detailed to show significant subcategories, such as:

Loan Funds
Quasi-Endowment Funds
Appreciation on Securities of Endowment and Similar Funds
Plant Funds
Renewals and Replacements of Plant Assets
Additions to Plant Assets
Voluntary Payments on Debt Principal

Auxiliary Enterprises, Hospitals, and Independent Operations
Auxiliary Enterprises
Accounts as needed and desired for such enterprises as included in
the Current Funds Revenues accounts.
Provision should be made for identification of manadatory and non
mandatory transfers—to and from—by significant subcategories.

Hospitals
Accounts as needed and desired. Provision should be made for identi
fication of mandatory and nonmandatory transfers—to and from—by
significant subcategories.
Independent Operations

Accounts as needed and desired for organizational units.
Provision should be made for identification of mandatory and non
mandatory transfers—to and from—by significant sub categories.

CLASSIFICATION OF EXPENDITURES BY OBJECT

The object classification of expenditures identifies that which
is received in return for the expenditures. Object classification
has importance as a tool for internal management, but should be
considered complementary to the classification of expenditures
by function and organizational unit and should not replace these
classifications in the various schedules of current funds expendi
tures. The value of object classification will depend on the useful
ness of the information it provides to management. The classifica
tions may be omitted from published financial reports or they
may be used to any degree considered desirable by the institution.
The use of object classifications and the related identifying codes
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and symbols should not be carried to an extreme; the number of
categories should be limited to those that will be of significant
value to management.
Three major object classifications are found in most colleges
and universities: Personnel Compensation, Supplies and Ex
penses, and Capital Expenditures. Breakdowns of objects within
these major categories may be necessary or desirable in some
situations.

Personnel Compensation
This classification includes salaries, wages, and staff benefits. In the vari
ous salary and wage expense accounts, it may be desirable to distinguish
between groups of faculty and other staff members, such as full-time and
part-time personnel; student and nonstudent workers; and professional,
secretarial, clerical, skilled, and nonskilled employees. Appropriate code
numbers and symbols within this category will aid in identifying, collecting,
and summarizing information.

Supplies and Expenses
Because of their general significance to nearly all organizational units
within an institution, it may be beneficial to identify significant categories
of these expenditures, such as supplies, telephones, travel, and contractual
services.

Capital Expenditures
The following object categories within this classification (which includes
both additions to and renewals and replacements of capital assets) may
prove helpful in the accounting and reporting systems of educational insti
tutions: scientific equipment, laboratory apparatus, office machines and
equipment, library books, furniture and furnishings, motor vehicles, ma
chinery and tools, building remodeling, minor construction, and livestock.
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Sectiui 10,030
Statement of Position 74-11
Financial Accounting and
Reporting by Face-Amount
Certificate Companies
[Proposal to Financial Accounting Standards Board to Amend
AICPA Industry Audit Guido on Audits of Investment Companies with
Respect to Face-Amount Certificate Companies]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 10, 1974
Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Proposal to Amend
AICPA Industry Audit Guide on
Audits of Investment Companies
With Respect to
Face-Amount Certificate Companies
Dear Mr. Armstrong:
The accompanying Statement of Position, prepared by the Accounting
Standards Task Force on Investment Companies, proposes amendments
to the AICPA Industry Audit Guide on Audits of Investment Companies
which would exclude face-amount certificate companies from the
general definition of investment companies set forth in the Guide.
Accordingly, these companies (there are four in active operation
at the present time) would not be required to follow the accounting
provisions of the Guide.

While Issuance of this Statement of Position will be helpful to
independent auditors, we urge that FASB advise the accounting pro
fession at an early date as to whether it believes the proposed
amendments are appropriate and should be regarded as having the
same authoritative support as the Audit Guide itself.
Members of the Task Force will be glad to meet with you or your
representatives to discuss this proposal.
The Task Force would
also appreciate being advised as to the Board's proposed action
on its recommendations.
Sincerely yours,
ACCOUNTING STANDARDS TASK FORCE ON INVESTMENT COMPANIES

James H. Muller, Chairman
Charles Adams
Philip L. Cohen
S. Leland Dill
Robert J. Gummer

Edwin N. Hanlon
William T. Kennedy
David A. O'Keefe
Frederick M. Werblow
John Woodcock, Jr.
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Face-Amount Certificate Companies

NOTES

The American Institute of Certified Public Accountants has issued
a series of industry-oriented Audit Guides that present recommenda
tions on auditing procedures and auditors’ reports and in some
instances on accounting principles, and a series of Accounting Guides
that present recommendations on accounting principles. Based on
experience in the application of these Guides, AICPA Task Forces
may from time to time conclude that it is desirable to change a
Guide. A Statement of Position is used to revise or clarify certain of
the recommendations in the Guide to which it relates. A Statement of
Position represents the considered judgment of the responsible AICPA
Task Force.
To the extent that a Statement of Position is concerned with
auditing procedures and auditors’ reports, its degree of authority is
the same as that of the Audit Guide to which it relates. As to such
matters, members should be aware that they may be called upon to
justify departures from the recommendations of the Task Force.
To the extent that a Statement of Position relates to standards of
financial accounting or reporting (accounting principles), the recom
mendations of the Task Force are subject to ultimate disposition by
the Financial Accounting Standards Board. The recommendations are
made for the purpose of urging the FASB to promulgate standards
that the Task Force believes would be in the public interest.

FINANCIAL ACCOUNTING AND REPORTING BY

FACE-AMOUNT CERTIFICATE COMPANIES

BACKGROUND INFORMATION
.01 The AICPA Industry Audit Guide sets forth the following
general definition of the investment company industry:
“The business of an investment company consists of selling its capital
shares to the public, investing the proceeds—for the most part in
securities—in a manner seeking to achieve its announced investment
objectives, and distributing to its shareholders the net income from,
and the net gains realized on sales of, its investments. Generally, an
investment company can be said to be a pooling of funds by share
holders to avail themselves of professional investment management.” 1

1 AICPA, Audits of Investment Companies, (New York: 1973), p. 1.
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.02 The Guide then includes face-amount certificate com
panies as investment companies to which the Guide is applicable
by the following:
“Within the umbrella of the above general definition fall many forms
of investment companies, including management investment com
panies, face-amount certificate companies (emphasis supplied), unit
investment trusts, collective trust funds, investment partnerships,
and ‘offshore funds’.” 2

.03 In its Glossary, the Guide defines a face-amount certificate
as “ A security representing an obligation of the issuer to pay a
stated amount at a fixed date in the future, the consideration for
which is either payment of periodic installments of a stated
amount or a single lump payment.” A face-amount certificate
company is “An investment company engaged in the business of
issuing face-amount certificates of the installment type.”3

.04 The task force has reconsidered the appropriateness of
including face-amount certificate companies in the definition of
“investment companies” included in the Guide.

RECOMMENDATION
.05 The Task Force believes that face-amount certificate
companies do not fall within the general definition of investment
companies set forth in the Guide and, therefore, such companies
should not be required to follow the accounting provisions of the
Guide.
.06 Specifically, the Task Force believes that Audits of In
vestment Companies should be amended as follows :
(a) The phrase “face-amount certificate companies,”
should be deleted from the first sentence of the second
paragraph on page 1 of the Guide.

(b) The definition of a face-amount certificate company
on page 141 of the Guide should be changed to read,
“A company (not an “investment company” as de
fined elsewhere herein, but subject to the provisions
of the Investment Company Act of 1940) engaged in
the business of issuing face-amount certificates of the
installment type.”
2 Ibid.
3 Ibid., p. 141.
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REASONS FOR RECOMMENDATIONS
.07 The Guide’s definition of an investment company quoted
earlier in this Statement of Position is not met by face-amount
certificate companies for the following reasons:
(a) The business of a face-amount certificate company
does not consist of ‘‘ selling its capital shares to the
public.” Such companies (there are only four in
active operation at the present time) are in the
business of selling certificates which are fixed obliga
tions and liabilities of the company.
(b) A face-amount certificate company does not distri
bute to its certificate holders “the net income from,
and the net gains realized on sales of, its invest
ments.”
(c) A face-amount certificate company does not pool
funds obtained from its shareholders. It pools the
funds obtained from its certificate holders with the
hope that the investments made will both satisfy the
company’s obligations to those certificate holders
and result in a profit for shareholder(s).
.08 Because of these essential differences between face
amount certificate companies and investment companies, which
were not recognized in the Guide, it is not appropriate to define
face-amount certificate companies as a type of investment com
pany for the purposes of the Guide and, therefore, such com
panies should not be required to follow the accounting provisions
of the Guide.
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Statement of Position 74-12
Accounting Practices in
the Mortgage Banking
Industry
[Recommendation to Financial Accounting Standards Board]

American Institute of Certified Public Accountants

AICPA
December 30,

1211 Avenue of the Americas New York New York 10036 (212) 575 6200

1974

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamforo, Connecticut 06905

Dear Mr. Armstrong:

The accompanying Statement of Position presents recommendations of
the Accounting Standards Division on Accounting Practices In the
Mortgage Banking Industry.
It was prepared on behalf of the
Division by the Accounting Standards Executive Committee for con
sideration by the Financial Accounting Standards Board and for
such action as the Board deems appropriate.
The Statement takes the position that a mortgage banker's loan
portfolio (other than loans held for long-term investment) should
be valued using the lower of cost or market method.
A mortgage
banker will occasionally hold mortgage loans for long-term invest
ment, and in those situations the cost method of valuing such loans
is found to be appropriate. The Statement recommends procedures
to be followed in determining the lower of cost or market in various
circumstances and offers guidance for identifying those mortgage
loans which are long-term investments.

With respect to transactions between affiliates, the Statement notes
that, except in rare circumstances, generally accepted accounting
principles require the postponement of profit until sale to unrelated
third parties.
Consequently, it takes the position that sales of
mortgages to an affiliate by a mortgage banker should, in most cases,
be recorded at the lower of cost or market value at the date a
management decision has been reached that a sale between affiliates
will occur.
The Statement indicates that both classified and unclassified balance
sheets are acceptable, but recommends that mortgages held for sale
and mortgages held for Investment should be distinguished in any
balance sheet.
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The Division would appreciate being advised as to the Board's
proposed action on the recommendations set forth in this Statement
of Position.

Sincerely yours,

STANLEY J. SCOTT
Chairman
Accounting Standards Division
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Accounting Practices in the Mortgage Banking Industry

NOTES
Statements of Position of the Accounting Standard
*
Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of finan
cial accounting and reporting and cost accounting.

The objective of Statements of Position is to influence the devel
opment of accounting and reporting standards in directions the Divi
sion believes are in the public interest. It is intended that they should
be considered, as deemed appropriate, by bodies having authority to
issue pronouncements on the subject. However, Statements of Position
do not establish standards enforceable under the Institute's Code of
Professional Ethics.

ACCOUNTING PRACTICES IN THE MORTGAGE

BANKING INDUSTRY

INTRODUCTION
.01 The Accounting Standards Division of the American In
stitute of Certified Public Accountants has reviewed certain ac
counting practices used by mortgage bankers in accounting for
their inventory of permanent mortgage loans held for sale and
in preparing their balance sheets. This review indicated that two
accounting methods are widely used in accounting for such loans
held for sale, the cost method and the lower of cost or market
method. The review also indicated that practices vary in measur
ing the lower of cost or market and in recording transactions
with affiliates. Both classified and nonclassified balance sheets
were also noted.
.02 In recent years, accountants, investors and other users of
financial statements have expressed concern over the accept
ability of alternative accounting methods in accounting for simi
lar business transactions. The Division believes that it is not
desirable to have alternative methods and measurement prac
tices acceptable for accounting for mortgage loans held for sale
by mortgage bankers. Therefore, the Division is expressing in
this Statement its position on a preferable accounting method and
on preferable measurement practices for such mortgage loans.
.03 The Division’s position as set forth herein applies to fi
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nancial statements of mortgage bankers which purport to present
financial position, changes in financial position, or results of op
erations in conformity with generally accepted accounting prin
ciples.

.04 The key terms in this Statement are defined in the Glos
sary. Excerpts from accounting literature relating to each
Division position are also included in an Appendix.
THE MORTGAGE BANKING INDUSTRY

.05 Mortgage bankers, an important part of the real estate
industry, by bringing potential borrowers and investors together,
originate, market and service real estate mortgage loans. Other
mortgage banking operations, including insurance, property
management, real estate development and sales, management of
real estate investment trusts and joint venture investments are
subsidiary or collateral to the fulfillment of this primary role.
While some mortgage bankers trace their ancestry to real estate
firms operating prior to 1900, the real impetus to mortgage bank
ing occurred in the 1930s with the advent of the insurance of resi
dential mortgages by the Federal Housing Administration. The
existence of government insurance enhanced the salability of
such loans to financial institutions, particularly in capital-rich
areas. Both by law and custom, the geographically distant per
manent investor needed a local representative to collect pay
ments, make periodic property inspections, and make certain that
insurance and property tax payments were kept current by mort
gagors. After World War II, residential loans guaranteed by the
Veterans Administration became an important source of loan
origination and servicing operations for mortgage bankers. In
recent years, mortgage bankers have also originated a significant
volume of non-insured residential loans and of income property
mortgages, including loans on shopping centers, office buildings
and multi-family apartment complexes. A considerable number
of these income property or commercial loans are originated for
sale on a servicing-released basis, with the servicing performed
by the investor. However, most servicing of residential loans
and a very significant portion of the servicing of commercial
loans is still performed by the mortgage banker for a fee based
on a percent of the outstanding principal balance of the loan.
.06 Mortgage bankers acquire mortgage loans for sale to
permanent investors from a variety of sources. Among these
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sources are applications directly from borrowers, purchases
from realtors and brokers, purchases from investors and con
versions of various forms of interim financing, such as construc
tion loans, to permanent financing. Residential loans guaranteed
or insured by the Federal Housing Administration or the Vet
erans Administration have usually been acquired at a discount
from par, due to the submarket interest rate of such loans. NonFederally guaranteed or conventional residential mortgages are
also often acquired at a discount from par. Commercial loans are
generally acquired at par. Current industry practice, with which
the Division agrees, is to defer recording any purchase discounts
as income until final placement of the loans with the permanent
investor.

.07 The mortgage banker sells the mortgages he originates to
a variety of permanent investors, including savings and loan as
sociations, mutual savings banks, insurance companies, pension
funds, the Federal Home Loan Mortgage Corporation and the
Federal National Mortgage Association. Since 1970, many mort
gages have also been placed in trusts to collateralize Mortgage
Backed Securities issued by mortgage bankers and guaranteed
by the Government National Mortgage Association. Mortgage
banker activities thus primarily consist of two separate but in
terrelated operations: the origination and marketing of real
estate mortgages, and the subsequent long-term servicing of such
loans.
.08 Most mortgage bankers originate and service two types of
loans, residential and income or commercial. While the servicing
procedures are somewhat similar for the two loan types, the orig
ination operations are significantly different and almost always
require separate organizations, procedures, and decisions. Resi
dential loans are usually obtained directly from borrowers re
ferred to the mortgage banker by real estate brokers or builders.
Since the amount of any one loan is relatively small, the mort
gage banker will often originate residential loans without specific
commitments from a permanent investor to purchase the loans.
If the mortgage banker has any commitment to cover such loans
it will normally be a block commitment for a large dollar volume
of residential loans meeting broad general criteria.
.09 Income or commercial loan origination procedures differ
significantly from residential loan originations. Some of the more
common commercial loan origination procedures are:
AICPA Technical Practice Aids
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(a) Normally, the mortgage banker does not issue a com
mitment to the borrower without first obtaining an
investor’s commitment to purchase the specific loan.

(b) Each borrower’s loan application is matched to an
investor’s commitment rather than packaging several
loans to one commitment.
(c) A single commercial loan representative may deal
with both the borrower and the investor.

(d) Each loan is usually large in amount and requires
careful appraisal, analysis, and packaging for an in
vestor commitment.
(e) Most loans, upon borrower acceptance of the perma
nent loan commitment, are not funded for several
months until construction of the project is completed.
.10 After originating a mortgage loan the mortgage banker
normally must hold the loan for a period ranging from 60 to 180
days, during which time processing of documentation is com
pleted and marketing efforts are made. During the processing
period the loans are usually pledged as collateral for the short
term bank loans (the “warehouse line”) used to finance the
purchase and ownership of the mortgages. During the holding
period the mortgage banker must assume the primary risk for
the collectibility of the loan, fluctuations in carrying costs due to
changes in short-term interest rates, and fluctuations in the final
sales price of the loan due to changes in long-term interest rates.
These risks may be partly reduced through government guar
antees or through the purchase from permanent investors of
commitments to buy loans at stated prices and under stated con
ditions, as described in paragraphs .08 and .09.

BASIS OF VALUATION OF MORTGAGE LOANS OWNED
Current Industry Practice
.11 Mortgage bankers have traditionally been short-term
brokers of mortgage loans, acquiring such loans from third
parties, processing and marketing them, and selling them to per
manent investors. The mortgage banker has typically not become
an investor himself because of a desire to avoid competing with
his investors and because mortgage bankers generally have had
limited equity and long-term funds. However, mortgage loans
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held for sale, because of the 60 to 180 day processing period,
usually constitute the largest asset owned by a mortgage banker.

.12 Practices with regard to risks assumed by mortgage
bankers during the processing and marketing phase of their op
erating cycle have varied. Some mortgage bankers have avoided
assuming any risk by purchasing commitments from investors to
cover loans as they are acquired, and thus only in rare circum
stances could these mortgage bankers suffer a marketing loss.
Other companies have elected to rely on their marketing efforts
to avoid a loss on the sale of their loans, and even hopefully to
generate a profit, and consequently have not acquired commit
ments for any of their loans. Most companies, of course, fall be
tween these two extremes, obtaining specific commitments for
commercial loans and block commitments for some of their resi
dential loans. Such block commitments, when purchased in ad
vance of loan production, carry some element of risk because
changes in acquisition costs may reduce or eliminate the protec
tion afforded by such commitments. Finally, although rare, an
investor may fail to honor a commitment, so that the mortgage
banker assumes some risk even with fully committed loans.
.13 The following paragraphs discuss the two valuation
methods, “cost” and “lower of cost or market”, commonly used
by mortgage bankers during the processing and holding period
to account for their mortgages owned. These loans, variously
labeled “inventory”, “loans held for sale to others”, “mortgage
loans ” or “ mortgage loans receivable’’, are classified as current
assets by mortgage bankers using classified balance sheets. A
majority of mortgage bankers, in terms of asset size and servic
ing portfolio size, use the lower of cost or market valuation
method. A minority of mortgage bankers use the cost valuation
method.
Cost Valuation Method

.14 The cost valuation method defers any adjustment for
changes in the market value of mortgage loans until completion
of the processing and marketing period. Acquired loans are re
corded at the principal balance of the loan with any acquisition
discounts placed in a purchase discounts account and offset
against the related asset on the balance sheet. While industry
practice is to record origination fees as income at loan closing,
AICPA Technical Practice Aids
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some companies defer recognizing such fees until the loans are
sold to investors.
Lower of Cost or Market Valuation Method

.15 The lower of cost or market valuation method recognizes,
during the holding period, any decrease in estimated net realiz
able value below acquisition cost. Specific industry practices with
respect to the computation of the lower of cost or market are dis
cussed in detail in paragraphs .22 through .24.
THE DIVISION’S POSITION
Loans Held for Sale

.16 All, or almost all, of the loans owned by a mortgage bank
er are held for sale during his normal business cycle either as indi
vidual loans or as collateral for GNMA securities. Occasionally,
some owned loans may be held for longer periods as described in
paragraphs .17 through .21. The basic accounting concepts relating
to the use of the cost or lower of cost or market methods for valu
ing loans held for sale are discussed in detail in the accounting
literature quoted in paragraphs .44 through .51. The Division finds
convincing the rationale advanced for the use of the lower of cost
or market valuation method for loans held for sale by mortgage
bankers. This conclusion is based on the fact that such a valua
tion method most clearly represents the economic realities of the
mortgage banker’s operations. The Division believes that mort
gage loans held for sale have characteristics similar to both ac
counts receivable and finished goods inventory, even though some
processing and marketing efforts may still have to be made. Con
sequently, the accounting principles recommended by the Divi
sion are drawn from the principles followed in providing for
valuation adjustments for receivables and for reduction of car
rying values to the lower of cost or market for inventories. The
Division further believes that the computation of market value
requires some variation from procedures followed in valuing
manufacturing inventories. Such variations are discussed more
fully in paragraphs .25 through .32. The Division believes the cost
method for valuing loans held for sale fails to reflect economic
realities and fails to meet the “conservatism”, “accrual”, or
“measuring of unfavorable event” principles of accounting and,
therefore, should not be acceptable.
§ 10,040.15
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Loans Held for Market Recovery
.17 The mortgage banker may hold mortgage loans or GNMA
securities for extended periods of time if he expects a favorable
long-term interest trend. Although these loans may technically
not be held for sale during the company’s normal operating cy
cle, the Division believes such loans should also be valued in
accordance with the lower of cost or market method prescribed
for loans held for sale.

Loans Held for Long-term Investment
.18 The Division finds that accounting practices followed for
many years by commercial banks, savings and loan associations,
insurance companies and others support the use of the cost meth
od of valuing mortgage loans held as long-term investments.
While historically mortgage bankers have not customarily made
long-term investments in mortgage loans, the Division recog
nizes that occasionally such companies may choose to make such
investments. The Division considered two areas of concern asso
ciated with a mortgage banker’s making long-term mortgage
loan investments: (1) ways to distinguish between long and
short-term investments and (2) the definition of cost.
.19 Determination and verification of a mortgage banker’s
intent to carry mortgage loans as a long-term investment will
always be a difficult judgment. The Division believes that the
following conditions, as they existed at the time the investment
decision was made, should be considered in verifying a mortgage
banker’s intent to carry mortgage loans as a long-term invest
ment :
(a) The loans are to be segregated in the accounting rec
ords and reports of the company.
(b) There is documentary evidence of a corporate deci
sion to hold such loans to maturity or at least for an
extended term.
(c) The loans will be classified as non-current assets if
the company’s balance sheet is classified.
(d) The mortgage banker has the financial strength to
carry such investments for extended periods. Evi
dence of such financial strength would be an amount
of equity and long-term borrowings in excess of the
carrying value of such investments. A non-revocable
AICPA Technical Practice Aids
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line of credit, effective for the projected holding pe
riod from a substantial financial institution would
also constitute evidence of substantial financial
strength.
.20 The Division believes mortgages transferred into a long
term investment category must be transferred at the lower of
cost or market, as defined in paragraphs .25 through .32, at the
date of transfer, except that the carrying value of such loans
must be further reduced, if necessary, to provide a yield not less
than the rate of interest paid on the debt, if any, used to carry
the investment. While the transfer to long-term investment will
terminate any necessity to write down such loans further in the
event of subsequent market declines, the Division also believes
it is inappropriate to adjust such loans for any subsequent mar
ket recovery. Consequently, so long as a mortgage banker holds
loans as long-term investments, such loans should be valued at
the lower of cost or market at the date of formal identification as
a long-term investment, unless some event occurs indicating a
permanent impairment of value, in which case a further reduc
tion in carrying value may be necessary. The Division does be
lieve that, with respect to long-term mortgage loans, any differ
ence between par value of the loans and carrying value as deter
mined above should be amortized and recorded in income. Since
mortgage loans are rarely outstanding for their full term, due to
prepayments, sales of property etc., the Division believes this
amortization may be based on the estimated life of the loans
instead of their stated term.
Loans Sold Under Repurchase Agreements

.21 Some mortgage bankers, as a means of financing a portion
of their inventory of loans held for sale, temporarily transfer
such loans to banks or other financial institutions under repur
chase agreements. When the loans are marketed to permanent
investors they are reacquired from the banks and sold to the
investors. The loans may also be temporarily transferred without
a formal repurchase agreement but under circumstances which
indicate such an agreement exists on an informal basis; e.g., all
marketing efforts are made by the mortgage banker, not the
bank; the positive or negative interest spread is the property of
the mortgage banker; fluctuations in loan market values are the
risk of the mortgage banker; uncollectible loans are reacquired
§ 10,040.20 Copyright © 1975, American Institute of Certified Public Accountants, Inc.
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by the mortgage banker; and the mortgage banker routinely re
acquires all or almost all of the loans from the bank and resells
them to permanent investors. While loans transferred to banks
under such ‘‘sold loan lines’’ may technically be sales, the Divi
sion believes the existence of a formal repurchase agreement or
the existence of evidence of an informal repurchase practice in
dicates that the risk of market loss is retained by the mortgage
banker and such transactions are essentially financing in nature
and should be accounted for as such. Therefore, the Division be
lieves the mortgage banker should value all such loans at the
lower of cost or market whenever making a loan valuation com
putation. GNMA certificates sold under repurchase agreements
should also be valued at the lower of cost or market.

DEFINITION OF LOWER OF COST OR MARKET
Current Industry Practice
.22 Mortgage bankers generally have two types of loans held
for sale: (1) those loans that have been originated specifically to
fill existing investor commitments and (2) those loans originated
on a speculative or uncommitted basis to fill future investor
needs. Mortgages, like other assets, are initially recorded at cost.
Cost is generally considered to be the cash or fair value of other
assets given in exchange for the asset acquired. While outlays in
cident to the acquisition as well as the outlay for the asset itself
are generally considered to comprise the cost of the asset, the
mortgage banking industry generally has not attempted to cap
italize the administrative costs involved in the origination of a
mortgage. This is due to many factors, including the charging of
an origination fee, usually 1% of the mortgage amount, to cover
some or all of these origination costs.
.23 Most mortgage bankers have reduced the carrying value
of their loans held for sale to market when such market value was
less than cost. Generally, such valuation computations are made
in the aggregate, either in total or by type of loan, so that any
potential losses are reduced by potential gains before a write
down is recorded. However, some companies calculate the write
down on an individual loan basis without offsetting gains against
losses. The market values used for comparison are usually those
associated with each company’s normal investor outlets.
.24 Loans held for sale by mortgage bankers are almost uni
versally financed with short-term bank borrowings collateralized
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by the mortgages. Normally, long-term mortgage interest rates
exceed the short-term rates mortgage bankers pay the banks and
a favorable interest spread is an important source of income to
the mortgage banker. On occasion, sometimes for extended peri
ods, such short-term rates are higher than long-term rates. This
condition not only puts powerful economic pressure on the mort
gage banker but also creates an additional problem of valuation.
Very few mortgage bankers have considered this “negative in
terest” factor in their valuation procedures, although some have
considered it in their marketing strategy, but if loans are to be
held for extended periods, because of market or other conditions,
such a factor could become a material problem.

The Division’s Position

.25 The Division concludes that the procedures described in
paragraphs .26 through .30 should be used in defining the lower of
cost or market basis for mortgage loans held for sale.
Computation of Market

.26 Market value of mortgage loans and GNMA Mortgage
Backed Securities should be computed by appropriate type of
loan with, at a. minimum, separate computations made for resi
dential and commercial loans. When calculating the lower of cost
or market, either the aggregate or individual loan basis may be
used, and the method used should be disclosed in the financial
statements. The computation of market is a two tier calculation
as follows: first, those loans held subject to existing purchase
commitments (committed loans) and, second, those loans held
on a speculative basis (uncommitted loans).
Committed Loans and GNMA Securities: Market value
for loans and GNMA securities covered by investor com
mitments should be computed based upon commitment
prices. These loans must meet the specific terms of the
commitments. Where such loans do not meet the require
ments of the commitments, or there exists a reasonable
doubt as to acceptance, the loans should be considered
uncommitted loans for the calculation of market value.
Uncommitted Loans: Computations of market value for
uncommitted loans should be based on the market within
which the mortgage banker normally operates. This would
include consideration of the following:
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(a) Commitments obtained after or shortly before bal
ance sheet date. To the extent such commitments
clearly represent market conditions existing at
year end, market value computations should be
based on these commitment prices.

(b) General indications of market prices and yields
sought by the company’s normal market outlets.
(c) Quoted GNMA security prices or other public mar
ket quotations for long-term mortgage loan rates.

(d) Federal National Mortgage Association Free Mar
ket System action prices. Generally all mortgage
banking firms are approved seller/servicers of the
Federal National Mortgage Association (FNMA)
which is the major secondary market source of
funds for mortgage bankers. FNMA operates a na
tionwide mortgage action program called the Free
Market System which gives an indication of cur
rent market prices for both government and con
ventional loans via an action system for the pur
chase of FNMA’s commitment to acquire loans
from seller/servicers at specific periods of time.
Uncommitted GNMA Mortgage Backed, Securities: The
mortgage banker may hold GNMA securities in the open
market for trading purposes. With respect to the uncom
mitted securities which are collateralized by his own loans,
the current market value of the underlying loans and the
current market value of the securities will normally be
very similar. If the trust holding the mortgage banker’s
own loans may be readily terminated and the loans sold
directly, the securities may be valued at the lower of cost
or market of either the loans or the securities, preferably
based on the mortgage banker’s sales intent. Other GNMA
securities should be valued at the lower of cost or market
using the published GNMA securities yield.

Costs Associated with Bulk Purchases: Mortgage bankers
sometimes acquire large blocks of existing mortgage loans
from investors, including GNMA. Some mortgage bankers
have capitalized certain costs associated with these pur
chases as costs of future servicing income and amortized
such costs over the estimated life of the loans. Where such
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capitalization is appropriate, the costs to be capitalized
may be excluded from the cost of the mortgages for the
purpose of establishing the lower of cost or market.
Where such capitalization is not appropriate, such costs
must be considered as part of the cost of the mortgages.
Valuation Dates and Subsequent Changes in Market Conditions

.27 Valuations are to be made at the close of all stockholder
reporting periods, including those for interim financial state
ments. The provisions of APB Opinion No. 28 as to temporary
market declines may be applied to such interim financial state
ments if market conditions have actually improved subsequent to
the interim reporting period. Otherwise, market changes sub
sequent to the valuation date should be considered subsequent
period events and, if such changes are material, adequate dis
closure should be included in the notes to financial statements as
set forth in Sections 560.05 and 560.07 of Statement on Auditing
Standards No. 1.
Subsequent Recoveries of Previous Writedowns

.28 The Division believes, as previously noted, that the lower
of cost or market valuation procedure for mortgage bankers
combines elements of receivable valuation with elements of in
ventory valuation. Traditionally, inventory valuation concepts
have required that, with respect to items which have been written
down below cost, the reduced amount is to be considered “cost”
for subsquent accounting purposes. Conversely, receivable valua
tion reserves have often been determined for each reporting
period independently, so that receivables are carried at current
realizable value. The Division believes it is acceptable for a mort
gage banker to calculate the lower of cost or market value at
each valuation date independent of any previous calculation.
Thus, loans written down in one accounting period (other than
those held for long-term investment—see paragraph .20) need
not be carried at such reduced value in a later period if their
market value has partly or completely recovered.
Excess of Interest Paid Over Interest Received During the
Period Mortgages Are Held Pending Sale to Investors

.29 Occasionally, interest paid on warehouse lines exceeds
interest received on the underlying mortgage loans. This phe
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nomenon of short-term interest rates exceeding long-term rates
is unusual and has occurred infrequently in the past. The Divi
sion views the warehousing of mortgages as essentially a financ
ing activity and, accordingly, any negative spread should be
charged to current operations as incurred.
Servicing Fee Rates at Other Than Current Market

.30 Occasionally, a mortgage banker will sell or commit to
sell loans at a servicing fee rate that is significantly different
from rates currently prevalent in the industry. In such cases the
loans will generally be sold at prices higher than otherwise avail
able. The result is the recognition of increased income (or re
duced loss) at the time of sale offset by reduced servicing income
to be recognized in future periods. In other cases a mortgage
banker may act as a broker and sell loans with servicing released
(no servicing income to be collected nor is the mortgage banker
to perform any servicing functions) to either the investor or
another servicer. This circumstance is particularly apt to occur
with respect to commercial loans, and the mortgage banker may
or may not have known and considered the terms of sale at the
time the related loans were produced and their acquisition cost
was negotiated. In some such cases the loans may be sold at
prices higher than otherwise available, in which instance the
result would be the recognition of increased income (or reduced
loss) at the time of sale but with no servicing income nor related
servicing cost in future periods.
.31 The Division concludes that when loans are sold with
servicing released, no adjustment of the sales price should be
made. However, when loans are sold at a servicing fee rate that
is significantly lower than rates currently prevalent in the indus
try, the Division concludes that an adjustment to the sales price
will be required whenever the impact on operating results is
significant. Such adjustments would result in deferred credits
to be written off into servicing fee income over future years. The
amount of any such adjustment and the method of write-off
should be determined in such a way that the resulting total of
the write-off and actual servicing fee income recognized in each
subsequent year from the related loans would approximate the
servicing fee income that would have been earned in each sub
sequent year if the related loans had been sold at a “normal”
servicing fee rate. Any such adjustment should be made as of the
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date the sale of the loans is recorded and any resulting gain or
loss is recognized. An adjustment may similarly be required if
servicing rates are significantly higher than normal. In deter
mining the market value of mortgage loans held for sale, a simi
lar adjustment should be made to the sales price of any commit
ment which provides for a servicing fee rate that is lower than
rates currently prevalent in the industry.
.32 The Division recognizes that it may be difficult to deter
mine what are “normal” servicing fee rates currently prevalent
in the industry. It is necessary that such a determination be made
both for the purpose of deciding whether an adjustment is re
quired and for the purpose of quantifying the amount of the
adjustment. The Division concludes that a minimum acceptable
“normal” servicing fee rate is one that will provide, over the
estimated life of the loans, servicing fee income in excess of
estimated servicing costs.

ACCOUNTING FOR TRANSACTIONS WITH AFFILIATES
Current Industry Practice
.33 Mortgage banking firms began generally as relatively
small, independently owned businesses with nominal equity. They
financed their operations, particularly loans held for sale,
through bank borrowings collateralized by the related loans.
Many mortgage banking firms subsequently were acquired by
larger financial institutions. This change was heightened with the
expansion of bank holding companies and the inclusion of mort
gage banking as a permitted activity by the Board of Governors
of the Federal Reserve System. The acquisition of mortgage
banking firms resulted in the acquired firms having access to
much greater amounts of capital for carrying their mortgage
loan inventories and for expansion in construction and develop
ment lending.
.34 As many mortgage bankers have become affiliated with
banks and other financial institutions the number and magnitude
of transactions with related companies have increased. Generally,
mortgage loan transactions between affiliated companies have
been recorded at the lower of cost or market at the date of trans
fer. However, some of these transactions have been recorded at
original cost, thus not recognizing any marketing losses, since
the mortgage banker recovers his basis in the loans and the pur
chasing affiliate records the loans in its investment account at
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cost. Occasionally other affiliate transaction techniques have been
used, such as purchases at cost using non-interest bearing notes
or purchases on a zero-servicing-fee basis. Some mortgage bank
ers have reported gains or losses on sales of mortgages to their
affiliates in the mortgage banker’s separate financial statements
but have eliminated such gains or losses in the group’s consoli
dated financial statements, while others have reflected such gains
and losses on both separate and consolidated financial state
ments. Transactions with affiliates are a particular problem for
mortgage bankers because they must issue separate financial
statements.

The Division’s Position

.35 APB Opinion No. 18 establishes a number of criteria for
determining whether a subsidiary or affiliate relationship exists.
These criteria include (a) a presumption of an affiliated relation
ship if a 20% or greater voting stock ownership exists, either
directly or indirectly, and (b) the ability to exercise significant
influence over operating and financial policies. The ability to
exercise significant influence may be indicated in several ways,
such as representation on the board of directors, participation
in policy making processes, material intercompany transactions,
interchange of managerial personnel, or technological depen
dency. The Opinion specifically does not apply to investments in
nonbusiness entities, such as estates, trusts, and individuals. The
Division believes that transactions by mortgage bankers with
affiliates, as defined herein, should be accounted for as described
in the appropriate sections of paragraphs .36 through .41.
.36 The Division considered accounting for sales of mortgages
(other than those held for long-term investment) by a mortgage
banker to an affiliated company by recording such sales at (a) the
cost basis on the records of the mortgage banker, (b) at the
agreed intercompany sales price, or (c) the carrying value (lower
of cost or market).
.37 Generally, transactions between affiliated companies
should not result in the reporting of gains or losses, as discussed
in ARB No. 51,
. . any intercompany profit or loss on assets
remaining within the group should be eliminated.” This prin
ciple supports the recording of sales of mortgages to affiliated
companies at the mortgage bankers’ cost basis. However, par
ticularly when the market value of the mortgages being sold is
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less than the cost basis, this method tends to disguise the mort
gage banker’s marketing results. Since the agreed intercompany
sales price represents the cash flow reality, support also exists
for recording the transaction at this amount. However, for an
affiliated group such a sales price may not represent the economic
facts and may reflect elements more akin to capital contributions
or dividends than to realized gains or losses. The Division, there
fore, believes that for transactions with affiliates neither the
cost basis nor the agreed sales price basis adequately reflects the
nature of the mortgage banker’s business.
.38 The Division believes that the separate financial state
ments of mortgage bankers should reflect the economic conditions
within which the mortgage banker operates. In addition, trans
fers to affiliates are usually similar in nature to transfers to the
long-term investment category, and the Division believes both
transactions should be accounted for in the same manner. Con
versely, however, generally accepted accounting principles re
quire the postponement, except in rare circumstances, of recogni
tion of profits until sale to unrelated third parties. Consequently,
the Division believes that sales of mortgages to an affiliate by a
mortgage banker should be recorded at the lower of cost or
market value as determined at the measurement date, which is
the date a management decision has been reached that a sale
between affiliates will occur. Although not susceptible of precise
definition, determination of the date such a decision is reached
should be based upon, at a minimum, formal approval by the
appropriate investment authorities of the purchaser, issuance of
a binding commitment to purchase the mortgages, and acceptance
of the commitment by the selling mortgage banking firm. The
amount of any loss should be computed as the difference between
market value, calculated in accordance with paragraphs .25
through .32, and the cost of the loans. Since any marketing loss
was incurred by the mortgage banker prior to the sale to the
affiliate, such loss should not be eliminated in consolidation.
.39 Any amounts paid by an affiliated company in excess of
the lower of cost or market value at the measurement date should
not be recorded by the mortgage banker as income and any
amounts paid which are less than the lower of cost or market
value should not be recorded as a loss.
.40 On rare occasions, a mortgage banker may originate a
particular class of loans or all loans exclusively for an affiliated
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company. In such instances the mortgage banker is acting as
agent for the affiliate and such loan transfers should be recorded
at the mortgage banker’s acquisition cost. The Division does not
believe, however, that such an agency relationship exists in the
case of “right of first refusal” contracts or similar types of
agreements or commitments. While the mortgage banker may
earn a fee for originating loans as an agent for an affiliated party,
the risks, including the marketing risks, associated with owner
ship of the loans should be borne by the affiliate, not the mortgage
banker, for any agency relationship to exist.
.41 In accounting for the sale of mortgages between affiliated
companies, there is a presumption that the purchasing company
intends to hold purchased mortgages as long-term investments.
If repurchase agreements exist (for example, resales of such
mortgages by the affiliated purchaser either to the mortgage bank
ing affiliate or to other permanent investors), such presumption
may not be sustainable. In this event, consideration should be
given to accounting for the transactions as intercompany loans
collateralized by the mortgages. In such cases the mortgage
banker should continue to value the mortgages as loans held
for sale.

CLASSIFICATION OF BALANCE SHEETS
Current Industry Practice

.42 Practices vary within the mortgage banking industry with
respect to the preparation of classified or unclassified balance
sheets. Historically, government agencies and some investors
have requested (but not always required) balance sheets showing
current and non-current assets and liabilities. Many mortgage
bankers, however, have published non-classified balance sheets
in their annual reports, arguing that ordinary working capital
ratios are not meaningful tests of mortgage banker financial
statements. For most mortgage bankers, a large portion of their
short-term liabilities are represented by bank borrowings colla
teralized by specific mortgage notes receivable. The receivables
were purchased using funds obtained from the notes collateral
ized by the receivables and the notes will be paid off from the
funds received from the sale of the receivables. The Mortgage
Bankers Association has recently made the following recom
mendation to the Department of Housing and Urban Develop
ment:
AICPA Technical Practice Aids
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"Elimination of References to Current Assets
and Liabilities and Net Working Capital in
FHA Form 2001-K
“We suggest references to current assets and liabilities and net work
ing capital be deleted from Form 2001-K. Accounting Research Bul
letin No. 43, issued by the American Institute of Certified Public
Accountants states:
‘. . . In the past, definitions of current assets have tended to be
overly concerned with whether the asset may be immediately realiz
able.
‘(The current) tendency (is) for creditors to rely more upon the
ability of debtors to pay their obligations out of the proceeds of
current operations and less upon the debtors’ ability to pay in case
of liquidation. It should be emphasized that financial statements of
a going concern are prepared on the assumption that the company
will continue in business.’

“Generally, the existence of a normal operating cycle is the major
prerequisite for requiring classification of a company’s balance sheet;
conversely, where normal operating cycles are not identifiable, the
presentation of current asset and liability classifications may not be
meaningful. Such is often the case where primarily investing and
financing activities are involved. In these cases, due to the direct
financing relationship of a substantial portion of total assets to total
liabilities, the flow of resources through a normal cycle is unidenti
fiable. This is also true in very long cycle industries, such as the land
development industry. Most mortgage and construction loans of ap
proved mortgagees are not due within one year. In addition, it is rea
sonable to assume that repayments on loans will generally be used to
curtail direct financing activities or be invested in new loans. Also,
the general practice of an approved mortgagee is to repay his short
term notes through the specific application of cash received from the
sale of his mortgage loan inventory.
“Industry practices for Real Estate Investment Trusts, Banks, Fi
nance Companies and Savings and Loan Associations have eliminated
classifications for current assets and liabilities in financial state
ments. In addition, an increasing number of mortgage banking com
panies are issuing financial statements without these classifications.”

The Division’s Position
.43 The Division concurs with the recommendation of the
Mortgage Bankers Association to the Department of Housing
and Urban Development. However, classified balance sheets are
also acceptable. The mortgage banker should distinguish in either
type of balance sheet between mortgages held for sale and mort
gages held for investment, if any. The notes to the financial state
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ments should disclose to the reader of such financial statements
sufficient data to permit the proper evaluation of a company’s
financial position and results of operations.

APPENDIX A: SURVEY OF ACCOUNTING LITERATURE
Basis of Valuation
.44 The Division found in existing pronouncements of the
American Institute of Certified Public Accounts and the Finan
cial Accounting Standards Board no definitive guidance on classi
fying the balance sheet or valuing the loans held for sale of a
mortgage banking company. The Division also examined recent
pronouncements on applicable general principles, industry audit
guides for related industries, and the suggested chart of accounts
and sample financial statements published by the Mortgage Bank
ers Association for guidance. The following paragraphs sum
marize the applicable literature.

.45 The concepts of measurement bases and timing of recogni
tion of effects of transactions are discussed in APB Statement
No. 4, Paragraph 35. Measurement bases are described as fol
lows: “Several measurement bases are used in financial account
ing, for example, net realizable value (receivables), lower of
acquisition cost and present market price (inventories), and
acquisition cost less accumulated depreciation (plant and equip
ment). Financial statements in general do not purport to reflect
the current value of the assets of the enterprise or their potential
proceeds on liquidation under present generally accepted ac
counting principles.” The timing of effects of transactions are
described as follows: “The effects of transactions and other
events on the assets and liabilities of a business enterprise are
recognized and reported in the time periods to which they relate
rather than only when cash is received or paid. ’ ’

.46 Paragraph 160 discusses immediate expense recognition
as follows:
“Immediate recognition. Some costs are associated with the current
accounting period as expenses because. ... (2) costs recorded as assets
in prior periods no longer provide discernible benefits. . . . The prin
ciple of immediate recognition also requires that items carried as
assets in prior periods that are discovered to have no discernible future
benefits be charged to expense.”
AICPA Technical Practice Aids
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Paragraph 171 describes another underlying principle as follows:
“Conservatism. Frequently, assets and liabilities are measured in a
context of significant uncertainties. Historically, managers, investors,
and accountants have generally preferred that possible errors in
measurement be in the direction of understatement rather than over
statement of net income and net assets. This has led to the conven
tion of conservatism, which is expressed in rules adopted by the pro
fession as a whole such as the rules that inventory should be meas
ured at the lower of cost or market and that accrued net losses should
be recognized on firm purchase commitments for goods for inventory.
These rules may result in stating net income and net assets at amounts
lower than would otherwise result from applying the pervasive meas
urement principles.”

Principles of resource measurement are discussed in APB
Statement No. 4, Paragraph 70:
.47

“Resources are measured in terms of money through money prices,
which are ratios at which money and other resources are or may be
exchanged. Several types of money prices can be distinguished based
on types of markets (purchase prices and sales prices) and based on
time (past prices, present prices, and expected future prices). Four
types of money prices are used in measuring resources in financial
accounting.
1. Price in past purchase exchange of the enterprise
This price is usually identified as historical cost or acquisition
cost because the amount ascribed to the resource is its cost,
measured by the money or other resources exchanged by the
enterprise to obtain it.
2. Price in a current purchase exchange
This price is usually identified as replacement cost because the
amount ascribed to the resource is measured by the current
purchase price of similar resources that would now have to be
paid to acquire it if it were not already held or the price that
would now have to be paid to replace assets held.
3. Price in a current sale exchange
This price is usually identified as current selling price because
the amount ascribed to the resource is measured by the current
selling price of the resource that would be received in a current
exchange.
4. Price based on future exchanges
This price is used in several related concepts—present value of
future net money receipts, discounted cash flow, (discounted)
net realizable value, and value in use. Each indicates that the
amount ascribed to the resource is measured by the expected
net future money flow related to the resource in its present or
expected use by the enterprise, discounted for an interest
factor.”
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.48 Principles of measuring and recording unfavorable events
are discussed in Paragraph 183:
“S-5.

“M-5.

“S-5B.

Unfavorable external events other than transfers recorded.
Certain unfavorable external events, other than transfers,
that decrease market prices or utility of assets or increase
liabilities are recorded.”
Measuring unfavorable events. The amounts of those assets
whose decreased market price or utility is recorded are ad
justed to the lower market price or recoverable cost result
ing from the external event.”

Decline in market price of certain marketable securities. If
market price of marketable securities classified as current
assets is less than cost and it is evident that the decline is
not due to a temporary condition a loss is recorded when the
price declines.”

“M-5B. Measuring losses from decline in price of marketable securi
ties. The loss on a price decline of marketable securities is
measured by the difference between the recorded amount
and the lower market price.”
“S-5E.

Decline in market prices of noncurrent assets generally not
recorded. Reductions in the market prices of noncurrent
assets are generally not recorded until the assets are dis
posed of or are determined to be worthless.”

.49 However, the principle of non-recognition of declines in
market prices of non-current assets is modified with respect to
long-term investments in the AICPA Statement on Auditing
Standards No. 1, Section 332.03: “With respect to the carrying
amount of investments, a loss in value which is other than a tem
porary decline should be recognized in the financial statements of
an investor. The independent auditor should, therefore, also ex
amine sufficient competent evidential matter to the extent he
deems necessary to determine whether such a loss in value has
occurred. ’ ’

.50 Since mortgage loans held by mortgage bankers have
characteristics of both security investments and inventory, and
since, while heretofore an extremely rare occurrence, it is possi
ble some mortgage bankers may hold loans for extended periods,
the Division further reviewed accounting literature for applica
ble principles relating to short and long-term investments and
inventories.
.51 The AICPA Industry Audit Guide Audits of Banks, page
42, describes principles relating to bank security investment (gen
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erally bonds, but often mortgages also) as follows: “With rela
tively few exceptions securities held by banks are of investment
grade. If they are held to maturity, they will be redeemed at an
amount equal to their amortized cost. Accordingly, it is not
customary practice for banks to provide specifically in their ac
counts for unrealized depreciation in the investment portfolio.
This practice appears to be sound. Banks which are dealers in
securities, however, should carry their trading account securities,
which are in effect inventories, at the lower of cost or market.”

Definition of Lower of Cost or Market
.52 Inventory and inventory pricing is discussed in ARB No.
43, Chapter 4, as follows :

“Statement 1—The term inventory is used herein to designate the
aggregate of those items of tangible personal property which are
held for sale in the ordinary course of business.”

“Statement 5—A departure from the cost basis of pricing the inven
tory is required when the utility of the goods is no longer as great
as its cost. Where there is evidence that the utility of goods, in their
disposal in the ordinary course of business, will be less than cost,
whether due to physical deterioration, obsolescence, changes in
price levels, or other causes, the difference should be recognized as
a loss of the current period. This is generally accomplished by
stating such goods at a lower level commonly designated as market.
Discussion
“8. Although the cost basis ordinarily achieves the objective of a
proper matching of costs and revenues, under certain circumstances
costs may not be the amount properly chargeable against the reve
nues of future periods. A departure from cost is required in these
circumstances because cost is satisfactory only if the utility of the
goods has not diminished since their acquisition; a loss of utility is
to be reflected as a charge against the revenues of the period in
which it occurs. Thus, in accounting for inventories, a loss should
be recognized whenever the utility of goods is impaired by damage,
deterioration, obsolescence, changes in price levels, or other causes.
The measurement of such losses is accomplished by applying the
rule of pricing inventories at cost or market, whichever is
lower. This provides a practical means of measuring utility and
thereby determining the amount of the loss to be recognized and
accounted for in the current period.”
“Statement 7—Depending on the character and composition of the
inventory, the rule of cost or market, whichever is lower may prop
erly be applied either directly to each item or to the total of the
inventory (or, in some cases, to the total of the components of each
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major category). The method should be that which most clearly
reflects periodic income.

Discussion
“11. The purpose of reducing inventory to market is to reflect
fairly the income of the period. The most common practice is to
apply the lower of cost or market rule separately to each item of
the inventory. However, if there is only one end-product category
the cost utility of the total stock—the inventory in its entirety—
may have the greatest significance for accounting purposes. Accord
ingly, the reduction of individual items to market may not always
lead to the most useful result if the utility of the total inventory to
the business is not below its cost. This might be the case if selling
prices are not affected by temporary or small fluctuations in current
costs of purchase or manufacture. Similarly, where more than one
major product or operational category exists, the application of the
cost or market, whichever is lower rule to the total of the items
included in such major categories may result in the most useful
determination of income.
“12. When no loss of income is expected to take place as a result
of a reduction of cost prices of certain goods because others form
ing components of the same general categories of finished products
have a market equally in excess of cost, such components need not
be adjusted to market to the extent that they are in balanced
quantities. Thus, in such cases, the rule of cost or market, which
ever is lower may be applied directly to the totals of the entire
inventory rather than to the individual inventory items, if they
enter into the same category of finished product and if they are in
balanced quantities, provided the procedure is applied consistently
from year to year.”

Accounting for Transactions with Affiliates

.53 The basic accounting theory regarding the appropriate
accounting for transactions among affiliated companies was
stated in ARB No. 51, Paragraph 1, which states:
“The purpose of consolidated statements is to present, primarily for
the benefit of the shareholders and creditors of the parent company,
the results of operations and the financial position of a parent com
pany and its subsidiaries essentially as if the group were a single
company with one or more branches or divisions. There is a presump
tion that consolidated statements are more meaningful than separate
statements and that they are usually necessary for a fair presentation
when one of the companies in the group directly or indirectly has a
controlling financial interest in the other companies.”

.54 In addition, APB Opinion No. 18 concluded in Paragraph
17:
AICPA Technical Practice Aids
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“The equity method of accounting for an investment in common
stock should also be followed by an investor whose investment in
voting stock gives it the ability to exercise significant influence over
operating and financial policies of an investee even though the in
vestor holds 50% or less of the voting stock. Ability to exercise that
influence may be indicated in several ways, such as representation
on the board of directors, participation in policy making processes,
material intercompany transactions, interchange of managerial per
sonnel, or technological dependency.”

.55 The guidelines for consolidation procedure as set forth
in ARB No. 51, Paragraph 6, are:
“In the preparation of consolidated statements, intercompany bal
ances and transactions should be eliminated. This includes intercom
pany open account balances, security holdings, sales and purchases,
interest, dividends, etc. As consolidated statements are based on the
assumption that they represent the financial position and operating
results of a single enterprise, such statements should not include gain
or loss on transactions among the companies in the group. According
ly, any intercompany profit or loss on assets remaining within the
group should be eliminated.”

.56 The above principle was extended to non-subsidiary in
vestments by Paragraph 19.b of APB Opinion No. 18 as follows:
“Intercompany profits and losses should be eliminated until realized
by the investor or investee as if a subsidiary, corporate joint venture
or investee company were consolidated.”

.57

APPENDIX B: GLOSSARY

Commercial Loans—Loans on income producing property,
such as apartments, shopping centers, office buildings and
manufacturing facilities.
Commitment Fee—Any fee paid by a potential borrower to a
potential lender for the lender’s promise to lend money in
the future. The issuer may or may not expect to fund the
commitment.
Construction Loans—Loans which finance the acquisition of
sites for and the construction of residential and income
producing properties. Such loans are usually repaid with
the proceeds from the permanent financing.
FNMA—Federal National Mortgage Association—An in
vestor-owned corporation which acts as a secondary market
for mortgage loans. Formerly a U.S. Government agency,
this corporation frequently performs a counter-cyclical
function, supplying funds for the mortgage market when
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other investor funds are limited and selling mortgages when
other investor funds are plentiful.
GNMA—Government National Mortgage Association—A U.S.
Government agency which guarantees certain types of
mortgage banker debt securities and which funds and ad
ministers certain types of low income housing assistance
programs.
Loan Commitment—A written promise by a lender to loan a
certain sum at a certain rate of interest.
Origination Fee—A fee, normally expressed as a percentage
of the principal balance of a loan, charged to compensate
the mortgage banker for taking a loan application, obtaining
an investor commitment, making property inspections and
performing other services related to originating a mortgage
loan.
Residential Loans—Loans on one to four family living units.
Servicing Fee—A fee, normally expressed as a percentage of
the principal balance of a mortgage loan, charged by a
mortgage banker for performing the loan administration
functions.

.58
APPENDIX C: APPLICATION OF LOWER OF COST OR
MARKET METHOD ON AGGREGATE BASIS TO LOANS
HELD FOR SALE
Stated
Loan
Interest
Rate

Loan
Loan
Loan
Loan
Loan
Loan

A
B
C
D
E
F

9 %
81/2
91/2

8
8
8½

Loan
Principal
Balance

Acquisition
Cost

$10,000
10,000
10,000
10,000
10,000
10,000
$60,000

$ 9,600
10,000
10,500
9,500
9,800
9,200
$58,600

Market
Value (A)

Carrying
Value

$10,000
9,600
10,400
9,200
9,200
9,600
$58,000 $58,000(2)

Note A—Based on long-term interest rate of 9%
COMPUTATIONAL NOTES
(1) Based on an average residential loan life of 12 years, a 1%
difference between stated loan interest rate and current
AICPA Technical Practice Aids
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market interest rate equals approximately 8% of loan
principal balance.
(2) The carrying value of the loans for a mortgage banker
using the identified loan method of applying the lower
of cost or market basis would be $57,200, with Loan A
valued at its cost, $9,600, and Loan F valued at its cost of
$9,200, since unrealized gains are not used to offset un
realized losses in this method.
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Section 10,050
Statement of Position 75-1
Revenue Recognition When
Right of Return Exists
[Recommendation to Financial Accounting Standards Board]

American Institute of Certified Public Accountants

AICPA

1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

January 17, 1975
Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of the
Accounting Standards Division on Revenue Recognition When Right of
Return Exists.
It was prepared on behalf of the Division by the
Accounting Standards Executive Committee for consideration by the
Financial Accounting Standards Board and for such action as the Board
deems appropriate.
As indicated in the introduction, the Statement is intended to apply,
broadly speaking, only to situations in which personal property may
be returned, whether as a matter of contract or as a matter of exist
ing practice, either by the ultimate consumer or by a party who resells
the property to others. Questions have arisen as to the proper account
ing in these circumstances and several alternative accounting methods
are presently being followed which can produce materially different
results.

This Statement takes the position that if a seller is exposed to the
risks of ownership through return of the property, the transaction
should not be recognized currently as a sale unless all of certain
specified conditions are met. One of those conditions is that the
amount of future returns can be reasonably predicted. The Statement
sets forth factors to be considered in determining whether or not that
condition is met.
The Statement also takes the position that if sales are recognized
because the specified conditions are met, provision should be made
immediately for any costs or losses which may be expected in connection
with any returns.

The Division would appreciate being advised as to the Board's proposed
action on these recommendations.
Sincerely yours,

STANLEY J. SCOTT
Chairman
Accounting Standards Division
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NOTES

Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of finan
cial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the devel
opment of accounting and reporting standards in directions the Divi
sion believes are in the public interest It is intended that they should
be considered, as deemed appropriate, by bodies having authority to
issue pronouncements on the subject. However, Statements of Position
do not establish standards enforceable under the Institute’s Code of
Professional Ethics.

REVENUE RECOGNITION WHEN RIGHT
OF RETURN EXISTS

INTRODUCTION

.01 This Statement of Position presents recommendations on
accounting for revenue in certain sales transactions when the
right to return the property exists. It was prepared on behalf
of the Accounting Standards Division by the Accounting Stand
ards Executive Committee and represents the conclusions of at
least a majority of that Committee.
.02 This Statement of Position applies only to situations in
which personal property may be returned, whether as a matter of
contract or as a matter of existing practice, either by the ultimate
consumer or by a party who resells the property to others. It is
not intended to cover accounting for revenue in service industries
when part or all of the sales proceeds may be returned under
cancellation privileges. In addition, the conclusions expressed
herein are not intended to apply to transactions involving real
estate or lease arrangements, since such transactions are the
subject of AICPA Industry Accounting Guides and Opinions of
the Accounting Principles Board.
.03 Situations also exist in which, because of unusual price
concessions, sales discounts, collection losses, etc., the economic
results of the transaction are substantially the same as if the
property were returned. Although transactions of this type are
AICPA Technical Practice Aids
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beyond the scope of this Statement, the conclusions in this State
ment of Position may be equally appropriate in determining the
proper accounting for such transactions. These other trans
actions are mentioned later in this Statement under “Discus
sion” and, in Appendix A, under “Selected Examples of Indus
try Practice.”

.04 The Division recognizes that this is only one part of the
broad conceptual problem related to the measurement and re
porting of revenue. Presumably, that problem will be considered
by the FASB when it studies the “fundamentals of accounting
and reporting,” an element of its project, Conceptual Framework

for Financial Accounting and Reporting.
.05 This Statement of Position has been prepared and issued
because questions have been raised as to the proper accounting
when the right of return exists and several alternative account
ing methods are presently being followed which can produce
materially different results. The Division believes it is necessary
and desirable to narrow the available alternatives in this area.
GENERAL BACKGROUND
.06 It is the practice in some industries for customers to be
given the right to return goods to the seller under certain
circumstances. In the case of sales to the ultimate consumer, the
most usual circumstance is that the consumer is dissatisfied with
the goods. For sales to customers engaged in the business of
reselling the goods, the most usual circumstance is that the
customer has not been able to resell the goods to another party.
Goods usually can be returned for a full refund of the purchase
price, for a credit applied to amounts owed or to be owed for
other purchases, or for exchange for other goods.

.07 The right of return can exist either as a matter of contract
or as a matter of practice. Such arrangements with customers
acquiring for resale are often referred to as “guaranteed sales,”
and may also be consignments.

.08 Sometimes the returns occur very soon after a sale is
made, as in the newspaper and perishable food industries. In
other cases a longer time cycle is involved, such as with book
publishers and equipment manufacturers. The rate of return
varies considerably, from the low percentage of returns usually
found in the food industry to the very high rate often found in
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the publishing industry, where frequently more than half of the
items delivered to customers for resale may be returned.
.09 Situations that pose particular problems arise when sales
result in significant “overstocking” by customers acquiring
goods for resale. In such situations, the recognition of revenue
in one period is often followed by substantial returns in a later
period.
.10 In practice, accounting for revenue when the right of
return exists has varied considerably among companies and
among industries. In some cases no sale is recognized until the
goods are unconditionally accepted. In other cases a sale is
recognized immediately and an allowance for estimated returns
is provided. In still other cases a sale is recognized immediately
without providing an allowance for returns and, instead, sales
returns are recognized at the time returns take place.

THE DIVISION’S CONCLUSIONS
.11 The Division believes that sales transactions should be
analyzed to determine their economic substance. If the seller is
exposed to the risks of ownership through return of the property,
it should be presumed that the transactions should not be recog
nized currently as sales unless all of the following conditions are
met (and the usual conditions for recording sales not involving
right of return have also been satisfied):
(1) The seller’s price to the buyer is substantially fixed
or determinable at the date of exchange.
(2) Either the buyer has made full payment, or the buyer
is indebted to the seller and payment is not con
tractually or implicitly excused until such time as the
product is resold.
(3) The buyer’s obligation to the seller would not be
changed in the event of theft or physical destruction
or damage of the property.
(4) The buyer acquiring for resale has economic sub
stance apart from that provided by the seller; that
is, the buyer is not a straw party or conduit.1
1 This condition is concerned primarily with buyers which exist “on paper,”
i.e., which have little or no physical facilities, employees, etc. It is intended
to prevent companies from recognizing sales to parties which the sellers have
established primarily for the purpose of recognizing such sales.
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(5) The seller does not have significant obligations for
future performance to bring about resale of the prop
erty by the buyer.

(6) The amount of future returns can be reasonably pre
dicted.
.12
The Division also believes that if sales are recognized
because the conditions are met, provision should be made imme
diately for any costs or losses which may be expected in connec
tion with any returns. Amounts of sales revenue and cost of sales
reported in the income statement should exclude the portion for
which returns are expected. Transactions for which sales recog
nition is postponed should be recognized as sales when the
return privilege has substantially expired. The seller’s gross
sales and related accounting policies should be disclosed in the
financial statements whenever product returns are a significant
factor in the seller’s operations.

The ability to make a reasonable prediction of the amount
of future returns is dependent on the existence of many factors.
While it is not feasible to make an arbitrary determination of
when a reasonable prediction can be made, since circumstances
vary from one case to the next, the existence of the following
factors would appear to impair the ability to make a reasonable
prediction:
.13

(1) The susceptibility to significant external factors, such
as technological obsolescence or swings in market
demand.
(2) Relatively long periods of time before it can be de
termined that a particular item of property is not
returnable.

(3) Absence of historical experience with similar types
of sales of similar items of property, or inability to
apply such experience because of changing circum
stances.
(4) Absence of a large volume of relatively homogeneous
transactions.
(5) A significant chance that the selling company’s mar
keting policies and relationships with its customers
could change.
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.14 Of course, no list can be complete; only general guidelines
can be established. Further, the existence of one or more of the
above factors may not be sufficiently significant in light of the
significance of other factors to prevent making a reasonable
prediction.
.15 A reasonable prediction does not require complete knowl
edge of future events, since it is usually not possible to know with
certainty what will occur in the future. It is well established
that “Future events and their effects cannot be perceived with
certainty.”2 Thus, a reasonable prediction permits some room
for doubt.

DISCUSSION
Survey of Accounting Literature

.16 Pervasive revenue recognition principles are set forth
in APB Statement No. 4. Paragraph 153 states that ‘‘The realiza
tion principle requires that revenue be earned before it is re
corded.” APB Opinion No. 10 states that “revenues should
ordinarily be accounted for at the time a transaction is completed,
with appropriate provision for uncollectible accounts ’ ’ but pro
vides for recognizing revenue on the installment or cost recovery
methods where there is no reasonable basis for estimating the
degree of collectibility of revenue. This concept, and others, are
discussed in more detail in the AICPA Industry Accounting
Guides, Accounting for Retail Land Sales, Accounting for Profit
Recognition on Sales of Real Estate, Accounting for Motion Pic
ture Films and Accounting for Franchise Fee Revenue, and in
APB Opinion No. 27.
.17 Appendix B presents pertinent quotations from these
documents.

The Realization Principle
.18 Accountants have different views as to the realization
principle and the point at which revenue should be recognized in
income statements. The spectrum of views can be classified as set
forth below.
(1) Recognition of increments in value (“holding
gains”).
2 APB Opinion No. 20, Paragraph 10.
AICPA Technical Practice Aids

§ 10,050.18

17,758

Statements of Position

(2) Recognition of increments in value tied to an event,
usually a transaction with outside parties.
(3) Recognition of revenue when there is a transaction
with outside parties and the seller has no further
obligations or performance requirements.
(4) Recognition of revenue when an unconditional right
to receive the consideration of an exchange exists
but there is some uncertainty as to the ultimate
amount of consideration to be received.
(5) Recognition of revenue only when reasonable assur
ance exists that the consideration will be received and
it is not refundable.
.19 The point at which revenue is recognized in particular
circumstances is sometimes resolved based on the availability
of objective evidence which can be subjected to audit, on the ex
tent to which additional conditions must be fulfilled or satisfied,
or on the relative degree of uncertainty involved. Selection of
decision criteria is also dependent upon whether the accounting
is for a single transaction or a large volume of similar trans
actions.

Types of Risks Which Might be Retained by the Seller
.20 The specific problem to which this Statement of Position
is addressed is the problem of revenue recognition when the right
of return exists. However, it should be noted that a seller might
retain the risks of ownership under a variety of arrangements
and types of transactions, some of which do not involve the
return of the product, as summarized below.
Product Returned
(1) Return if buyer does not resell product.
(2) Return if buyer is dissatisfied with product.
(3) Return under a trade-in privilege, granted to give
buyer protection from a decline in the value of the
product.
(4) Return resulting from default by buyer on payment
of purchase price.
(5) Return resulting from option of buyer to compel
seller to repurchase product.

§ 10,050.19
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Product Not Returned
(1) Warranties or guarantees as to performance or
quality.
(2) Collection losses attributable in whole or in part to
losses in collateral value of the product sold.
(3) Price rebates or other concessions.
.21 The risk of loss to which the seller is exposed might be
quantitatively the same in any of the above situations. Further,
the nature of the risk might be the same regardless of the form
of the transaction through which a loss is realized. For example,
a significant decline in the market value of the property could
result in the return of the property to the seller. In that case,
the seller’s loss would be equivalent to the loss in market value
and perhaps, in addition, costs associated with the return and dis
position of the property. If the property is not returned, the
seller might nevertheless incur a loss of the same or greater
magnitude; for example, in the form of a collection loss.
.22 Risks can be categorized generally between those which
are attributable to internal factors, such as manufacturing de
fects, and those which are attributable to external factors, such
as market demand for a product. To a certain extent these factors
are closely related. For example, inferior quality can result in
low demand for the product. Because of the interrelationship of
factors contributing to the risk of loss, it is possible that different
types of losses could all be attributable to a single cause. Poor
quality manufacturing could result in expenses under warranties,
returns of products because of user dissatisfaction, returns of
products not resold, losses in the collection of receivables or in
the guarantee of buyer financing. Thus, it is reasonably evident
that the transaction through which a loss is sustained is not
necessarily indicative of the nature of all of the risks to which
the seller is exposed or of the cause of the loss.
.23 Frequently, sellers limit their exposure to loss when the
product is not returned. For example, limits are placed on war
ranty coverage, and down payments reduce exposure to credit
loss in certain financing arrangements. When a product is re
turned, however, the exposure to loss may be more significant
for a given item of property.
.24 Allowances are generally provided for estimated warranty
expenses and estimated losses on the collection of receivables.
AICPA Technical Practice Aids
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Allowances are also often provided to recognize estimated re
turns. The use of allowances for returns is questionable, however,
if the uncertainties and losses are very significant. Instead, it
may be necessary to postpone revenue recognition.
.25 The return of property sold is usually a transaction in
which the buyer receives either cash, a credit to be applied to
amounts owed the seller, or another piece of property. The loss
to the seller will be the same in all cases with respect to the re
turn. The seller will have taken back property of lower value
(to the seller) than the amount of refund and will incur handling
costs and perhaps costs to restore the property to a salable
condition.
.26 If there has been an exchange of properties, the loss to
the seller can be considered to be reduced by profit attributable
to the property issued, particularly if the buyer is obligated to
accept property rather than cash or a credit.

Accounting Alternatives

.27 A seller may retain significant risks of ownership if there
is a right to return the property. In line with the accounting
treatment accorded in certain other situations in which risks are
retained, it may not be appropriate to record the transaction as
a sale until circumstances assure that the buyer will not return
the property. Rationale for this accounting treatment may be
summarized as follows:
(1) Realization has not occurred if a “sale” is not an
event with economic significance, and other signifi
cant economic events must take place in order to
provide reasonable assurance that the seller will re
ceive the sales proceeds.
(2) Realization has not occurred if there is a significant
chance that events which are beyond the control of
the seller, such as rapid technological change or large
swings in market demand, could occur that would re
sult in a loss of sales proceeds.
(3) Transactions in which the buyer has an unconditional
right of return may be in substance consignments
and should be accounted for as such.
(4) Where significant risks of ownership are retained by
the seller, objective, verifiable evidence regarding
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amounts ultimately to be realized as sales proceeds
usually cannot be obtained.

.28 Alternatively, recognition of a sale may be appropriate in
many circumstances provided an allowance is established which
reduces the amount of sales recorded for estimated returns.
Arguments in favor of this accounting approach are summarized
as follows:
(1) Financial accounting involves the estimation process
in many areas. Without estimates financial state
ments would be less useful and instead would require
numerous judgments to be made by the users of finan
cial statements regarding the economic progress of
a business entity when in fact management may well
be in a better position to make such judgments.
(2) When a sale takes place, frequently many risks are
retained by the seller even if the property will not
be returned. For example, the retention of a credit
risk often includes the retention of risks of owner
ship in the property sold. Guarantees of quality also
result in retention of some risks of ownership. Pro
vided reasonable estimates can be made, retention of
these types of risks generally should not preclude
recording sales as deliveries to customers are made.
(3) The delivery of property to a buyer, even though
subject to return at a later date, is often a significant
economic event which entails agreement by the buyer
to accept the property and frequently involves pas
sage of title. Thus, it is an event which has an effect
on the cash generating ability of the seller, measure
ment and reporting of which is considered an im
portant objective of financial statements.
(4) If a loss occurs in a subsequent period which was
not reasonably foreseeable, it should be given ac
counting recognition in the period in which it occurs
as an economic consequence of activities of that pe
riod. A loss which was not reasonably foreseeable
should not preclude recognition of a sale.
.29 The choice between these two accounting alternatives
appears to be highly dependent upon the degree to which returns
of property can be predicted. If prediction is not possible because
AICPA Technical Practice Aids
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of the existence of various factors which are highly uncertain, the
second alternative, that of recording the sale together with an
allowance for estimated returns, is not a practicable approach.
On the other hand, if returns can be reasonably predicted, the
alternative of not recording a sale seems to postpone unreason
ably an important accounting measurement and fails to give
recognition to the portion of sales as to which there is reason
able assurance that the property will not be returned.
.30 A third accounting alternative is to record sales without
an allowance for estimated returns and to account for returns as
they are received. Arguments for this alternative are the fol
lowing:
(1) Arguments (3) and (4) for the second alternative
above.
(2) Returns are accepted to maintain relationships with
customers or market strength, and therefore repre
sent a discretionary period cost similar to adver
tising.
(3) The effect of returns is often insignificant, especially
if another item of property is exchanged and gross
profit is not lost.
.31 This accounting alternative is acceptable only if future
returns and losses are expected to be clearly insignificant.

APPENDIX A: SELECTED EXAMPLES OF
INDUSTRY PRACTICE

.32 These examples are presented in this Appendix only to
demonstrate the variety of circumstances and accounting prac
tices that presently exist. This is not an all-inclusive list of
those industries in which different accounting alternatives are
applied in practice, nor is this Statement of Position intended
to be restricted to the industries described herein.
Perishable Foods

.33 Perishable foods, such as bakery products, whether sold
to a grocery store, restaurant or institution, are usually sold with
the right to return any stale or excess product. For the most part,
sales are recorded at the time of delivery with no allowance for
returned goods provided. Returns are accounted for as reduc
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tions of sales in the period in which the goods are returned. This
practice is based on the following industry characteristics:
(1) Orders are based on past experience and knowledge
of requirements; the volume of returns is, therefore,
not significant in relation to sales.
(2) Some perishable foods, such as stale bakery goods,
may be disposed of at discount prices.
.34 To a limited degree, some companies provide allowances
for returns when sales are reported. The short time between sale
and return permits an easy determination of the amount of
allowance.

Rack Jobbers
.35 Retailers often buy merchandise from distributors, known
as “rack jobbers,’’ who agree to inspect and restock retailers’
shelves periodically with a variety of merchandise, usually within
one or more broad classifications, e.g., cosmetics and drugs, rec
ords, soft goods. Rack jobbers often provide limited marketing
services (for example, determining which brands and quantities
should be placed on the retailer’s shelves) and thus they act as
both buyer and seller. Title usually passes upon delivery, at
which time the retailer is billed.
.36 In most cases turnover is fast, with a relatively low rate
of return. Sometimes returns are limited to defective merchan
dise or specifically priced products, both of which might be
returned to manufacturers with little or no loss to the rack job
ber. In such cases the removal of the product from the retailer’s
inventory is followed immediately by a replacement with other
merchandise. Thus, the gross profit on the initial delivery is not
considered to have been lost and an allowance for returns is
often not established as it is not considered to be necessary.
.37 Sometimes rack jobbers must accept returns of slowmoving or seasonal merchandise, which may or may not be
returned to manufacturers. In some instances allowances for re
turns are provided; in others, they are not.

Records and Tapes
.38 Record and tape manufacturers generally sell products
to distributors with exchange privileges, unlimited right of re
turn, or limited right of return. Rights granted to distributors
AICPA Technical Practice Aids
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are usually passed on to the retailers. Payment is usually re
quired within sixty to ninety days. Although inventory held by
retailers may be returned to manufacturers, the manufacturers
and distributors usually have no information about retailer in
ventories. However, high volume and relatively stable rates of
return have usually enabled companies to record allowances for
returns with reasonable accuracy. This practice is followed by the
majority of record companies. Rates of return vary according
to type of product, but generally fall in the range of 15% to 30%.

Publishing

.39 Sales in the publishing industry are generally made on a
fully returnable basis. In some cases, magazine and paperback
shipments made to distributors usually produce an excess that
will be returned. The fact that demand for publications often can
not be predicted with accuracy, and the fact that the time lag
between the sale and return may be from three months to two
years or more make the accounting problem more difficult.
Magazine returns from newsstands may be as high as 65%, re
turns of hard cover books may be as high as 25% and returns of
paperback books may be as high as 60%. The distributorship
agreement usually provides for advances to be paid to the pub
lisher in installments with the final payment made at the settle
ment date.
.40 Four methods of recording sales are found in the publish
ing industry.
(1) Sales are recorded upon shipment and an allowance
for returns is established. This practice is generally
followed by publishers of paperbacks, hard cover
trade books and magazines.
(2) Sales are recorded upon shipment and returns are
recorded when they are received. This practice is
sometimes used by publishers of hard cover trade
and textbooks, where lower rates of return are in
volved.
(3) Sales are recorded using the consignment method;
i.e., sales of those books remaining in the hands of
distributors are not recorded. This method is not a
common practice.
(4) If a publisher has recently begun operations or has
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no relevant experience in the marketing of its new
titles, sales are not recorded until the settlement date
with the distributor. This is not a common practice.
.41 The allowance for returns is usually established using
one of the following methods:
(1) The allowance may be based on historical experience
with respect to the percentage of returns over a rea
sonable period of time. These historical percentages
are usually maintained by book title or category of
title, or by magazine, and great weight is given to
the trend of returns in the last months of the fiscal
year. Use of historical data is usually combined with
a review of returns actually received and the trend of
returns after the balance sheet date.
(2) For new titles, the reserve may be based on manage
ment’s best estimate if there is sufficient prior experi
ence to judge the success of a new book.

High-Unit-Cost Items
.42 Some manufacturers of certain high-unit-cost products
(e.g., mobile homes, trucks, farm machinery, boats) who sell to
independent dealers or distributors may be exposed to risks of
ownership which may or may not involve return of products.
.43 Financing and other arrangements between the manu
facturers and independent dealers vary. In some cases, the manu
facturers finance the dealers by providing credit terms that allow
the dealers sufficient time to market the product to their cus
tomers before paying the manufacturer. The terms under these
credit arrangements may or may not require identification of the
specific product to be sold prior to remittance to the manufac
turers. In other cases, financing is provided to the dealer under
“floor plan” financing arrangements either by the manufac
turer’s captive finance subsidiary or by independent financial
institutions. The manufacturer ordinarily guarantees amounts
due the financial institutions in the event the dealer is unable to
repay amounts borrowed. These financing practices may expose
the manufacturer to a potentially significant risk of product re
turns depending upon other circumstances such as the financial
soundness of the dealer and vulnerability of the product to sud
den swings in market demand.
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.44 Additional existing practices can also influence the
selection of an appropriate method of revenue recognition when
potential return of a product is involved. For example, contrac
tual arrangements sometimes provide that the manufacturer will
grant significant price allowances to dealers for products which
remain unsold after a stipulated period of time. In other cases,
significant price concessions to dealers may be granted by the
manufacturer even though no contractual obligation to do so
exists. Another example relates to the variation in economic
relationships and contractual arrangements between manufac
turers and dealers. Some dealers may carry only the products
of a particular manufacturer whereas others may merchandise
the products of a number of manufacturers. Under certain con
tractual arrangements a manufacturer may impose strict con
straints upon a dealer’s marketing of the manufacturer’s prod
ucts such as requirements for the manufacturer’s approval of
customer price allowance, customer credit, advertising and pro
motional campaigns, etc. On the other hand, dealers in many
cases have considerable flexibility in such matters.

.45 Revenue recognition by manufacturers for sales of
products to dealers generally coincides with the shipment or
delivery of the products to the dealer. In some cases, manufac
turers may “warehouse” the product for the dealer pending in
structions from the dealer for shipment directly to its customer,
for addition of customer directed accessories or for other rea
sons ; however, revenue recognition generally coincides with the
passage of title to the dealer in such cases.
.46 The practice of establishing allowances for possible
product returns coincident with revenue recognition from the
sale varies widely. The determination of an allowance for returns
is usually closely related to the periodic evaluation of the col
lectibility of receivables or the potential for loss arising from
other financing arrangements because changes in demand factors
may affect both receivable collectibility and potential returns. In
rare instances, revenue is not recognized by the manufacturer
until the time of sale by the dealer to the customer. The use of
this method generally involves the overall consideration of many
factors such as (1) floor plan or other arrangements which defer
payment until resale of the product by the dealer, (2) extended
periods of time over which dealer financing is offered (e.g., up
to one year or more), (3) the offering of significant price allow
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ances and perhaps absorption of certain dealer costs on slow
moving items, (4) a lack of consistent relationship between pe
riodic shipments to the dealer and his ultimate sale to the con
sumer, and (5) the financial soundness of the dealer.

Toys and Sporting Goods

.47 The business of manufacturing and selling toys and
sporting goods is seasonal in nature. Often credit terms postpone
payment by the buyer until the normal retailing period has
begun. In many cases the buyers have the right to return unsold
products to the manufacturers. However, many such companies
select fiscal years which correspond closely to their natural busi
ness cycle and, as a result, the majority of the products which
will ultimately be returned will have been returned before the
financial statements for the year are issued.
.48 In these industries, the goods are also often returned not
because of any contractual or other right, but because of late
deliveries, substituted deliveries and similar operating problems.
In some cases, although goods are not returned, the seller may
also be exposed to the risks of ownership because discounts are
permitted in lieu of return privileges. In most instances, sales
are recorded upon shipment, although occasionally consignment
accounting is used. If sales are recognized immediately the ac
counting for returns varies. Allowances are provided in some
cases and, in other cases, returns are recognized only as they
occur.
Industries Lacking Product Differentiation
.49 Certain companies are characterized by the lack of
product differentiation; that is, the company’s products and
those of its competitors are basically identical. A few examples
are generic drugs, chemicals (fertilizer, polyethylene resins, etc.)
and certain consumer goods (detergents, etc.). These companies,
therefore, compete within the marketing area. In addition to
granting a right of return, in some cases the seller retains the
risks of ownership through advance sales, extended terms, price
protection, etc. Practices are not uniform.

Sales to the Ultimate Consumer
.50 The industry descriptions above are of sales primarily to
wholesalers, distributors or retailers, and, as noted, goods may
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be returned for a variety of reasons. In sales to the ultimate
consumer, the consumer may be given the right of return for
reason of dissatisfaction with the product. In most cases, a sale
is recognized when the consumer obtains possession, and an
allowance for returns may or may not be established.
APPENDIX B: SURVEY OF ACCOUNTING LITERATURE

.51 Pervasive revenue recognition principles are set forth
in paragraph 150-153 of APB Statement No. 4:
“Revenue is generally recognized when both of the following condi
tions are met: (1) the earning process is complete or virtually
complete, and (2) an exchange has taken place.” (Par. 150)
“Revenue recognized under the realization principle is recorded at the
amount received or expected to be received.” (Par. 151)
“Revenue is sometimes recognized on bases other than the realization
rule. . . . Sometimes revenue is recognized at the completion of
production and before sale is made. Examples include certain pre
cious metals and farm products with assured sales prices. The as
sured price, the difficulty in some situations of determining costs
of products on hand, and the characteristics of unit interchange
ability are reasons given to support this exception.” (Par. 152)
“The realization principle requires that revenue be earned before it
is recorded.” (Par. 153)

.52 APB Opinion No. 10 provides for recognizing revenue on
the installment or cost recovery methods, under conditions in
which there is no reasonable basis for estimating the degree of
collectibility of revenue. Paragraph 12 of APB Opinion No. 10
reaffirms the statement in Chapter 1A of ARB No. 43, Paragraph
1, that “Profit is deemed to be realized when a sale in the ordi
nary course of business is effected, unless the circumstances are
such that the collection of the sale price is not reasonably as
sured.”
In making this reaffirmation the Opinion also states that the
Board “believes that (otherwise) revenues should ordinarily be
accounted for at the time a transaction is completed, with appro
priate provision for uncollectible accounts.”
.53 The AICPA Industry Accounting Guide, Accounting for
Retail Land Sales, states in Paragraph 13 that “The principle of
realization presupposes that title will be transferred at or before
the time of profit recognition. Delay in conveyance of title may
occur in the real estate industry for a variety of reasons and
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does not require deferring profit recognition for an otherwise
acceptable transaction if the purchaser has the right to receive
title when the receivable is paid or at the end of the normal con
tract period. Receipt of option deposits does not constitute a
recordable sale under the realization principle.” The Guide
goes on to state in Paragraph 15: “The Committee believes that
recognition of the sale should be deferred until certain conditions
are met that indicate that (a) the customer seriously intends to
complete the contract and (b) the company is capable of fulfilling
its obligations under the contract so that customers cannot later
demand and receive refunds for failure to deliver.” The Guide
sets forth three specific conditions which must be met in order to
record contracts as sales. One of the conditions is that “The
customer has made the downpayment and each regularly required
subsequent payment until the period of cancellation with refund
has expired. That period should be the longest of the period re
quired by local law, established by company policy, or specified
in the contract, regardless of whether refunds are available for
simple notification, site visitation or otherwise.’’

.54 The Guide sets forth conditions for distinguishing be
tween the use of accrual and installment sales methods of ac
counting for revenue. In general, the conditions for use of the
accrual method are based on minimum uncertainties with respect
to ultimate collection of sales proceeds. Paragraph 20, Item (d),
includes the condition that “Collection experience for the project
indicates that collectibility of receivable balances is reasonably
predictable. ...” Paragraph 21 amplifies this by saying “The
ability to predict collection results of current sales presumes
satisfactory experience on prior sales of the type of land being
currently marketed in the project over a sufficiently long collec
tion period to indicate the percentage of sales that will be col
lected to maturity. Since different sales methods may result in
different cancellation and collection experience, historical data
available must include experience with respect to each type of
sales method used, such as telephone sales, broker sales, site
visitation sales, etc. ’ ’
.55 This is reiterated in Paragraph 22 which states, “Thus
the Committee concludes that income should be recorded under
the accrual method if the company’s collection experience can
provide information (described in Paragraph 20(d)), that sup
ports a reasonable prediction of whether the required percentage
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of contracts will pay out to maturity and all other conditions are
met. The Committee believes that condition (d) above is vital to
provide assurance that the uncertainties regarding collectibility
of the remaining receivables are minimized. ’ ’
.56 The AICPA Industry Accounting Guide, Accounting for
Profit Recognition on Sales of Real Estate, states in Paragraph
7, “Revenue (and profit) is conventionally recognized at the time
an asset is sold, provided (a) the amount of the revenue is mea
surable . . . and (b) the earning process is complete or virtually
complete—that is, the seller is not obliged to perform significant
activities after the sale in order to earn the revenue.” In Para
graph 8, it is stated, “If no reasonable basis exists to estimate
the collectibility of the sales price in a transaction, the install
ment or cost recovery method of accounting is appropriate.”
This is followed in Paragraph 9 with the statement that “Uncer
tainty about collectibility of the sales price may require another
method of accounting in which the effective date of the sale is
deferred until the uncertainty is satisfactorily resolved.” The
Guide also states in Paragraph 11 that “Economic substance
should determine the timing of recognition, amount, and designa
tion of revenue if the economic substance of a transaction differs
from its legal form. . . . For example, a transaction that is in the
legal form of a sale ... may be in economic substance ... a deposit
on or an option to purchase the asset....”

.57 Paragraph 12 continues, “To be accounted for as a sale, a
transaction should transfer from the seller to the buyer (a) the
usual risks of ownership (for example, obsolescence, unprofitable
operations, unsatisfactory performance, idle capacity and dubi
ous residual value). . . . Any risk that is retained by the seller in
the asset sold should be limited essentially to that of a secured
creditor. Otherwise, accounting for a transaction other than as a
sale is required.” Paragraph 56 of the Guide states the fol
lowing :
“The Committee concludes that the following contractual provi
sions . . . require accounting for the transaction as a financing,
leasing, or profit sharing arrangement:
“A seller has an obligation or an option to repurchase the
property. ...”
“A buyer has an option to compel the seller to repurchase the
property.”
“A seller guarantees the return of the buyer’s investment. . . .”
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.58 The AICPA Industry Accounting Guide, Accounting for
Motion Picture Films, requires that revenue from films licensed
for television not be recognized prior to the fulfillment of five
conditions, one of which is that ‘‘ Collectibility of the full license
fee is reasonably assured,” and another of which is that “The
film has been accepted by the licensee in accordance with the con
ditions of the license agreement.” The Guide further says,
‘‘Should options or other factors raise doubt about the obligation
or ability to perform on the part of either party, revenue recogni
tion should be delayed until such options or factors no longer
exist. Insignificant factors, such as the delivery of a print of a
previously accepted film, are not a sufficient basis for delaying
revenue recognition.” With respect to the acceptance condition
the Guide states, “However, certain feature films included in a
package may have ratings such that their eventual acceptance by
the licensee is so questionable that it would be necessary to delay
revenue recognition for such films until unconditionally accepted
by the licensee.’’
.59 The AICPA Industry Accounting Guide, Accounting for
Franchise Fee Revenue, indicates the conclusion that revenue
should not be recognized until the franchisor “has no remaining
obligation or intent—by agreement, trade practice or operation
of law—to refund any cash already received or to excuse nonpay
ment of any unpaid notes . . . and .. . any other conditions which
affect consummation of the sale transaction have been met.’’
.60 APB Opinion No. 27 permits recording a lease as a sale in
two-party lease transactions without regard to the retention of
risks by the lessor, except when the credit risk is so high as to
preclude reasonable assurance of collection. With respect to
third-party participation transactions and transactions with re
lated companies involving leases which are not the equivalent of
sales under paragraph 4 of the Opinion, the retention of risk by
the manufacturer or dealer lessor would prohibit recognition
as a sale.
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American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575 6200

June 27, 1975

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905
Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of the Accounting
Standards Division on Accounting Practices of Real Estate Investment Trusts. It
was prepared on behalf of the Division by the Accounting Standards Executive Com
mittee for consideration by the Financial Accounting Standards Board and for such
action as the Board deems appropriate. The scope of the Statement is restricted to
REITs, although it is acknowledged that the conclusions therein may also be appro
priate for companies which are not REITs.
The Statement takes the position that the allowance for losses on loans and fore
closed properties should now be determined based on an evaluation of the recover
ability of individual loans and properties and, in this evaluation, the principle
of providing for all losses when they become evident should now require the inclu
sion of all holding costs, including interest,in determining such losses.

The individual evaluation of the loans and foreclosed properties should be made,
according to the Statement, as of the close of all annual and interim stockholder
reporting periods. This may well result in a need to increase or decrease the
allowance for losses with a corresponding charge or credit to income. However,
in the case of foreclosed property which the REIT elects to hold as a long-term
investment, the Statement concludes that the net realizable value of such property
at the date of foreclosure becomes its new basis, and subsequent increases in
market values of such properties should generally not be recorded until the time
of a later exchange transaction which confirms the amount of any increase.
The Statement also takes the position that recognition of interest revenue should
be discontinued when it is not reasonable to expect that the revenue will be received
and enumerates conditions which should now be regarded as establishing a presumption
that the recording of interest should be discontinued.
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Finally, the Statement concludes that commitment fees should be amortized over the
combined commitment and loan period, and provides guidance with respect to appro
priate accounting by a REIT for operating support from its adviser.
The Division would appreciate being advised as to the Board's proposed action on the
recommendations set forth in this Statement of Position.

Sincerely yours,

Accounting Standards Division
cc:

Securities and Exchange Commission

AICPA Letter
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NOTES
Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the develop
ment of accounting and reporting standards in directions the Division
believes are in the public interest. It is intended that they should be
considered, as deemed appropriate, by bodies having authority to
issue pronouncements on the subject. However, Statements of Posi
tion do not establish standards enforceable under the Institute’s Code
of Professional Ethics.

ACCOUNTING PRACTICES OF

REAL ESTATE INVESTMENT TRUSTS

INTRODUCTION
.01 Real estate investment trusts (REITs) have in recent
years assumed an increasingly important role in the real estate
industry. REITs are business trusts and are generally publiclyheld. They employ equity capital, coupled with substantial
amounts of debt financing, in making real estate loans and in
vestments.
.02 A REIT, if it so elects, will not be required to pay Fed
eral corporate income taxes (other than that on “tax prefer
ence ” items) if, among other things, at least 90% of its taxable
income, as defined, is distributed to its shareholders. This
Statement, however, is not restricted to those REITs which
have elected such tax treatment.
.03 The accounting problems discussed in this Statement of
Position may also be encountered by other companies which
are not REITs but which are engaged in the business of making
loans on or investing in real estate. The conclusions in this
Statement of Position may, therefore, also be appropriate for
those companies. However, the accounting practices of com
panies which are not REITs are beyond the scope of this State
ment of Position.
The next page is 17,903-3.
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.04 REITs have engaged in a variety of lending and invest
ing activities, some of which are listed below.
Construction loans are generally short-term first mort
gage loans to finance the construction of residential,
commercial or industrial properties. Interest revenue
on such loans is usually accrued and added to the loan
balance, which is paid from the proceeds of permanent
financing.
Development loans are short-term first mortgage loans
to finance site development costs. They are usually
paid from proceeds of a construction loan.
Land acquisition loans are first mortgage loans to finance
the acquisition (not the development) of sites.
Long and intermediate term loans are generally con
ventional mortgage loans to finance completed prop
erties.
Purchase leasebacks consist of the simultaneous purchase
and leaseback to the seller of real estate properties.
Equity investments in real estate are direct ownership
interests, under a variety of forms, in improved or
unimproved real estate.
Junior mortgage loans are real estate loans subject to
the lien of a prior mortgage.
Wrap-around loans are junior mortgage loans to provide
an owner with funds without disturbing a prior first
mortgage loan which, for various reasons, is not liqui
dated.
Gap loans are junior mortgage loans to finance a tem
porary spread between amounts advanced and amounts
committed under a prior first mortgage loan.
Warehousing loans are short-term loans secured by the
pledge of mortgage loans.
.05 In connection with real estate loans, a REIT may issue
a commitment, which is an agreement to make a mortgage loan
in the future at specified terms.
.06 A REIT’s financial success is often dependent upon ex
ternal factors, among which are the operations of its contractor
borrowers, the availability to those contractors of long-term
mortgage funds when projects are completed, and the general
condition of the real estate industry. The success of the REIT
AICPA Technical Practice Aids
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is also dependent upon its ability to obtain financing at rates
less than that earned on its portfolio of investments.
.07 Considerable attention has recently been given to the
accounting practices of REITs, particularly those which relate
to loans which are in default or may become in default. This
Statement of Position addresses certain of those practices.

§ 10,060.07
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LOSSES FROM LOANS
.08 REITs are subject to the usual risks associated with
loans, investments in real estate, and commitments to make
loans. These risks include adverse changes in economic condi
tions, both national and local, changes in interest rates, avail
ability of mortgage financing, supply and demand for prop
erties in specific areas, and governmental actions such as zoning
and environmental regulations, among many others.
.09 REIT industry practices vary considerably with respect
to providing for losses resulting from their lending activities.
The Division believes it is desirable to narrow the range of
acceptable practices.
.10 When it appears that an original borrower will be unable
to make the payments required by the terms of his loan agree
ment, a REIT has several alternatives. It can place the loan in a
“work-out” status with the expectation that its financial posi
tion with respect to the loan will be improved through careful
monitoring of the borrower’s activities coupled with continued
advances on the loan when necessary. It may renegotiate the
terms of the loan with the original borrower with the hope
that more liberal lending terms will insure at least partial re
covery of principal and interest. It may search for another
borrower to assume management of the real estate collateraliz
ing the loan and to assume responsibility for the loan. It may
initiate foreclosure proceedings or accept a deed in lieu of
foreclosure to obtain title to the property collateralizing the
loan.
.11 Depending on the state in which property is located
and depending on the complexity of a borrower’s financial
arrangements, foreclosure proceedings may be time consuming.
However, once foreclosure has been effected, the REIT has two
alternative courses of action: to dispose of the property or to
hold it for investment. In either case, the REIT may have to
invest additional funds to bring the property to salable and/or
income-producing condition.
.12 Whether a loan appears to be “good” or “troubled” and
whether a REIT elects to foreclose on a troubled loan or chooses
one of the other alternatives mentioned above, it is in all cases
not so much the credit standing of the borrower which is studied
in determining recoverability as it is the real estate which
serves as collateral for the loan. The reason for this is that in
AICPA Technical Practice Aids
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few cases would a REIT’s borrower be able (or willing) to repay
a loan from other sources.
.13 Accordingly, the Division believes that the essential
problem to be addressed relates to the valuation of real estate
and that the conclusions reached in this Statement of Position
are equally applicable to the determination of allowances for
losses on loans (both “good” and “troubled”) and on foreclosed
properties. In addition, the initial valuation method should be
the same for foreclosed properties held for resale and those held
as an investment.1 The Division’s objective is to identify a
method of providing for losses which will result in an allowance
which is, in the aggregate, reasonable in the context of the
financial statements taken as a whole.

.14 Three methods for determining a provision for loan
losses for REITs have been predominantly followed in practice,
as discussed below.
Systematic Provision—Some REITs establish a provi
sion for losses in what is considered to be a systematic
manner. The most common methods are to base the
provision on a fixed percentage of loans or net income.
Individual Evaluation—Some REITs establish a provi
sion for losses based on an evaluation of the individual
loans or foreclosed properties to estimate the amount
of any loss that may reasonably be expected.
Combination Method—Other REITs record a provision
for losses equivalent to an amount determined by eval
uation of at least certain major or problem loans and
foreclosed properties, increased by a provision which
generally represents a percentage of loans or of net
income.
.15 The Division believes that the allowance for losses
should now be determined based on an evaluation of the recov
erability of individual loans and properties which gives con
sideration to the facts and circumstances in existence at the time
of the evaluation and to reasonable probabilistic estimates of
future economic conditions and other relevant information.
The allowance should not be determined on the basis of per
centages of loan balances, income or other similar bases.
1 See, however, page 17,909 for additional comments with respect to
foreclosed property held as a long-term investment.
§ 10,060.13

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

Accounting Practices of Real Estate Investment Trusts

17,907

.16 Because of the many factors which can affect recover
ability, the estimated loss on an individual loan or property
may not be the same as the ultimate loss, if any, actually sus
tained on each. While the individual evaluation method, like
all estimation methods, inherently lacks precision, it best
achieves, in the Division’s view, the ultimate objective of de
termining an allowance for losses which is, in the aggregate,
reasonable in the context of the financial statements taken as a
whole.
.17 Evaluation of the recoverability of individual loans and
properties entails a comparison of the carrying amount (includ
ing recorded accrued interest, but not previously determined
allowances for losses) of each such loan or property with its
estimated net realizable value. With respect to a REIT, esti
mated net realizable value means the estimated selling price
a property will bring if exposed for sale in the open market,
allowing a reasonable time to find a purchaser, reduced by (a)
the estimated cost to complete and improve such property to
the condition used in determining the estimated selling price,
(b) the costs to dispose of the property, and (c) the estimated
costs to hold the property to the estimated point of sale, includ
ing interest, property taxes, legal fees and other cash require
ments of the project. However, some REITs, because of liquid
ity problems or for other reasons, may not be able or willing
to hold foreclosed property and, therefore, must estimate the
selling price on an immediate liquidation basis.
.18 Some do not believe that estimated interest holding costs
should be considered in the determination of estimated net
realizable value. They point out that, with limited exceptions,
interest has been traditionally considered a period cost. They
believe that this recommended practice is a part of the broader
problem of recognition of the cost of capital and argue that it
is inappropriate to reach a conclusion with respect to REITs
before that broader problem is resolved. In the real estate
industry, interest is clearly an economic cost of holding prop
erty and, therefore, the Division does not find these arguments
persuasive. In the case of a REIT, the Division believes that
the principle of providing for all losses when they become
evident should now require the inclusion of all holding costs,
including interest, in determining such losses.
.19 Some would support the Division’s position if it were
restricted to investments which are expected to be held in excess
AICPA Technical Practice Aids
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of a stipulated minimum period of time related to the operating
cycle of a REIT. The Division does not agree with this view.
.20 The Division believes that the guidelines described below
should be followed with respect to estimating interest holding
costs in the determination of estimated net realizable value.
.21 The interest rate should be estimated based on the aver
age cost of all capital (debt and equity). This rate should be
calculated by dividing debt interest costs by the aggregate of
equity capital and debt. Debt interest costs should normally be
based on the interest rate used for accruing interest expense at
the date of the balance sheet. However, information available
prior to the issuance of the financial statements (e.g., renego
tiation of the REIT’s debt) should be considered in determining
whether that rate is appropriate. The objective is to arrive at
a rate which would, in the light of existing agreements, corres
pond with the rate to be used for accruing interest expense dur
ing the estimated holding period of the property.
.22 Examples of the application of these guidelines, using
present value techniques, are included in the appendices to this
Statement of Position.
.23 The effective rate of interest used in the calculations
should be disclosed in the notes to financial statements.
.24 A minority of four members of the Accounting Standards
Executive Committee dissent from the procedure recommended
above for the determination of net realizable value. In their
view, treating interest cost in the manner specified results in
valuing an asset differently depending upon (1) the credit
standing of the entity and the resultant interest rate required to
be paid on debt and (2) the entity’s capital structure, i.e., the
mix of debt and equity. The minority believes that net realiz
able value should be determined by looking only to the asset
and the market considerations related to it, which should result
in the same measurement for any entity whose use of the asset
is the same, i. e., the net realizable value of the asset should
not be affected by which entity owns it or how that entity is
capitalized. In this regard, they see no reason to distinguish
real estate assets from other assets.
.25 As previously noted, the individual evaluation method
entails a determination of the net realizable value of the prop
erty. Some factors to be considered in the valuation of property
are as follows:
§ 10,060.20
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(1) The current status or nature of the property and
its condition.
(2) The current actual use of the property and the
future uses of the property as related to general
economic conditions and the population growth in
the area.
(3) The overall suitability of the property for its cur
rent or intended use.
(4) Various restrictions including zoning and other pos
sibilities.
(5) Comparable prices of other properties in the area.
.26 The individual evaluation of loans and foreclosed prop
erties should be made as of the close of all annual and interim
stockholder reporting periods.
.27 The periodic evaluation of loans and foreclosed prop
erties may well result in a need to increase or decrease the
allowance for losses with a corresponding charge or credit to
income. An exception to the foregoing should be made in the
case of foreclosed property which the REIT elects to hold not
for sale but as a long-term investment. The net realizable value
of such property at the date of foreclosure becomes its new
basis, in accordance with generally accepted accounting prin
ciples for long-term investments. Subsequent increases in
market values of such properties should generally not be recorded until the time of a later exchange transaction which
confirms the amount of any increase. (See APB Statement No. 4,
Paragraph 183.)
.28 The Division believes that the appropriate presentation
of loans, foreclosed property held for resale, and the allowance
for losses in the balance sheet would be as follows :
Loans, earning ..................
Loans, nonearning....................... ............
Foreclosed properties held for resale___

$xxx
xxx
xxx

Allowance for losses........ ..... ..... .......... .

$xxx
$xxx

$xxx

.29 There are numerous conditions which may indicate that
a loss will be incurred on a loan. Some of these conditions are
discussed in the following section.
AICPA Technical Practice Aids
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DISCONTINUANCE OF INTEREST
REVENUE RECOGNITION
.30 While some REITs argue that recognition of interest
revenue should never be discontinued, it seems clear that there
is no sound basis in theory or practice for such a position, since
it is well established in accounting that if sufficient doubt or
uncertainty exists as to realization, recognition may not be
appropriate.
.31 In practice, the recognition of interest revenue has
usually been discontinued at one of the following points:
(1) When the amount of any final loss can be deter
mined with a high degree of precision (e. g., upon
final settlement).
(2) Upon the occurrence of certain specified events
(e. g., interest or principal is a certain number of
days past due, cost overruns are at a certain per
centage, foreclosure proceedings are being initiated,
etc.)
(3) When judgment—often involving an evaluation of
total loan recoverability, including estimated recov
erability from foreclosure and sale—indicates that
any additional interest would not be realized.
.32 Postponing the discontinuance of interest recognition
until a loss can be determined with a high degree of precision
is in conflict with general practice and theory.
.33 A common practice is to discontinue the recognition of
interest upon the occurrence of certain specified events. Its
attractiveness lies in the ability to determine objectively if
the criteria have been met and, as a result, it is presumed there
would be a greater uniformity in the reported results of REITs
following this practice.
.34 Opponents of this practice acknowledge that specific
criteria may be useful in identifying potential problem loans
but believe that arbitrary rules cannot be a substitute for man
agement’s judgment. It is argued that even though a loan may
meet an established criterion for the discontinuance of interest
recognition, it is still possible that the loan and the interest will
ultimately be collected; thus, to discontinue recognition in such
a situation is as incorrect as recognizing interest when it is
clear it will not be collected.
§ 10,060.30

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

17,911

Accounting Practices of Real Estate Investment Trusts

.35 The Division believes that the recognition of interest
revenue should be discontinued when it is not reasonable to
expect that the revenue will be received. The Division also
believes that certain conditions, such as any one of the follow
ing, should now be regarded as establishing a presumption
(which may be overcome if other facts clearly refute the pre
sumption) that the recording of interest should be discontinued.

(1) Payments of principal or interest are past due.
(2) The borrower is in default under the terms of the
loan agreement.
(3) Foreclosure proceedings have been or are expected
to be initiated.
(4) The credit-worthiness of the borrower is in doubt
because of pending or actual bankruptcy proceed
ings, the filing of liens against his assets, etc.
(5) Cost overruns and/or delays in construction cast
doubt on the economic viability of the project.
(6) The loan has been renegotiated.
These conditions may also be an indication that an allowance
for losses should be provided.
.36 The Division supports the view that the discontinuance
of interest revenue recognition is related to the question of
realization and, consequently, such recognition should not be
resumed, nor should unrecorded interest be recognized, until
it is evident that the principal and interest will be collected.
.37 Some believe that even though the recognition of interest
is discontinued, interest revenue should be “grossed up” with
an offsetting charge to an expense account. They believe that
this presentation will more clearly reflect the planned income
from the portfolio as well as the deviations, in the form of
provisions for possible losses, from that plan.
.38 Others maintain that since the interest recognition was
discontinued because realization was doubtful, it would not be
appropriate to include such amounts in interest revenue in the
financial statements because such a presentation would con
tradict economic reality. The Division supports this view.

COMMITMENT FEES
.39 A commitment fee can be defined generally as any fee
paid by a potential borrower to a potential lender for a promise
AICPA Technical Practice Aids
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to lend money in the future. Recording commitment fees is
complicated by the fact that some commitments (such as many
gap and stand-by commitments) are not expected to be funded.
.40 A RETT may enter into a commitment agreement with
out having specifically earmarked funds to honor that commit
ment and it may have no expectation of ever having to honor
the commitment. However, circumstances beyond the control
of the REIT can change drastically and the REIT may be called
upon to honor the commitment.
.41 While the Division agrees that it may be possible to
distinguish between commitments which are expected to be
funded and those which are not, it believes that it is not possible
to make such a distinction on a practical basis.
.42 The available alternatives for the recognition of income
from commitment fees are listed below.

(1) Immediate recognition
(2) Deferral and amortization—
(a) Over the commitment period
(b) Over the combined commitment and loan period
(c) Over the loan period
(3) Deferral with immediate recognition when it is clear
the commitment will not be funded or with recog
nition as “points” when the commitment is funded
.43 In general, industry practice has been to recognize com
mitment fees immediately upon receipt.
.44 Those who would defer the fee over the commitment
period—whether amortizing it during that period or making
a decision as to appropriate accounting at the end of that period
—relate the fee to the commitment itself. Those who would
defer the fee and amortize it over the loan period consider the
fee an adjustment of the interest on the loan.
.45 Others argue that the fee may be a combination of an
adjustment of interest, a fee for ear-marking funds, and/or an
offset to the underwriting costs. They believe it is not prac
ticable to separate the components and amortizing the fee over
the combined commitment and loan period more closely ac
counts for all three components on an overall basis.
.46 The Division believes that this latter view should now
be regarded as appropriate for a REIT. The straight-line
§ 10,060.40
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method of amortization should be used during the commitment
period and the interest method should be used for the remaining
balance during the loan period.1 Deferred commitment fees
should be taken into income at the end of the commitment
period if the loan is not funded.

OPERATING SUPPORT OF THE
REIT BY THE ADVISER
.47 Various methods are or have been employed by advisers
to insure a certain return to the REIT for certain periods.
Some of these methods are summarized below.
(1) Purchasing a loan or a property at an amount in
excess of market value
(2) Forgiving indebtedness
(3) Reducing advisory fees
(4) Providing required compensating balances
(5) Making outright cash payments

.48 In situations of this type, few would challenge the need
for disclosure of the nature of the relationship between the
REIT and its adviser and the nature and amount of the trans
actions between them. The accounting for the transaction, how
ever, is not quite as clear.
.49 Some believe that operating support given to a REIT
by its adviser can be determined to be either income or a con
tribution to capital on the basis of the form of the transaction.
.50 Others hold that such support should always be ac
counted for as income since it is difficult, if not impossible, to
distinguish items of income from capital contributions. In some
cases, for example, determining what the terms of an “armslength” transaction would be might pose significant problems.
Distinguishing between the types of operating support would
also pose problems—why, for example, should a loan purchased
at more than market value by the adviser be viewed differently
from a reduction in the advisory fee?
.51 The Division believes that in the present framework of
generally accepted accounting principles, appropriate account
1 If the commitment period were 24 months and the loan period
were 25 years (300 months), monthly amortization during the commit
ment period would be 1/324 of the commitment fee.
AICPA Technical Practice Aids
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ing by a RETT for operating support from its adviser would
include the following:

(1) Adjustment of any assets (or liabilities) which will
be transferred between the companies to current
market value as of the date of the transaction.
(2) Recognition, as income or as a reduction of advisory
fees, of the operating support effectively obtained,
with full disclosure of (a) the relationship between
the parties and (b) the nature and amount of the
transactions.
.52 The effect of such transactions, when material, should
be reported separately in the income statement.
*****

APPENDIX A: ILLUSTRATION A
Purpose of Illustration
.53

This appendix illustrates the accounting by a REIT for a
loan on a project in the development stage when the developer
is unable to complete the project. Evaluation of the carrying
value of the loan requires the determination of the estimated
selling price of the property and estimated costs to complete
construction, to carry the project to the point of disposition,
and to dispose of the property. The required allowance for
loan losses is determined by comparing the loan receivable
balance with the discounted value of estimated future net cash
receipts and disbursements.

Assumptions
• Loan receivable balance at evaluation

date— ...................

$ 20,500,000

• Estimated selling price of the property
when completed in three years, reduced
by estimated costs of disposal—........... $ 35,000,000
• Construction and carrying costs to com
plete, exclusive of interest—
Year 1 ($416,667 monthly) $5,000,000
Year 2 ($250,000 monthly)
3,000,000
Year 3 ($ 83,333 monthly)
1,000,000 $ 9,000,000
§ 10,060.52
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• Capitalization of REIT—
Debt (average rate is 12%)..........
Equity.. ...........................

17,915

$300,000,000
60,000,000

Total ........

$360,000,000

Accordingly, the average cost of all capi
tal is 10% (12% of $300,000,000 ÷
$360,000,000).
• Construction and carrying costs are in
curred ratably throughout each year.
There is no occupancy prior to disposi
tion.
• The REIT intends to support the project
until disposition and to recover its loan
on a work-out basis, and it has the finan
cial capacity to do so.

Determination of Required Allowance for Loan Losses
Loan receivable balance .. -.... -........ -........ . $20,500,000
Less present value of estimated future net
cash receipts and disbursements, exclusive
of interest, at the average cost of all capi
tal (10%) (Notea)................
17,870,000

Required allowance for loan losses.......... $ 2,630,000

Computational Notes (Note b)
Present value of estimated future cash re
ceipts ($35,000,000 X .7417) =........ ........ $25,960,000

Present value of estimated future cash dis
bursements—
$416,667 X 11.3745 X 1.0000 =..........
$ 4,739,000
$250,000 x 11.3745 x .9052 = _____
2,574,000
$ 83,333 x 11.3745 x .8194 =......
777,000
$ 8,090,000

$17,870,000
AICPA Technical Practice Aids

§ 10,060.53

17,916

Statements of Position

Notes—

(a) Determining the required allowance for loan losses
by deducting the present value of estimated future
net cash receipts from the loan receivable balance
at the evaluation date in effect builds into the calcu
lation the interest costs to carry the project to the
point of disposition.
(b) See Appendix C for present value factors.

APPENDIX B: ILLUSTRATION B
Purpose of Illustration
.54

This appendix illustrates the accounting by a REIT for a
loan on a completed multi-unit apartment project in the rent-up
stage when the cash flow to the developer before debt service
is insufficient to meet the required payments on the REIT’s
loan. Evaluation of the carrying value of the loan requires de
termination of the estimated selling price of the property and
estimated net cash inflows and outflows from rental operations,
giving effect to projected occupancy rates. The required allow
ance for loan losses is determined by comparing the loan receiv
able balance with the discounted value of estimated future
net cash receipts and disbursements.

Assumptions
• Loan receivable balance at evaluation
date — _ _ _ ...... -.... -.......................... $ 4,500,000
• Occupancy is estimated to average 40%
in the first year, 70% in the second year,
and 95% thereafter. Occupancy rates
are determined after allowing for turn
over. Monthly rentals are estimated to
be $200 per unit (300units).
• Estimated selling price of the property
at 95% occupancy with capitalization of
operating cash flow at 10%—............... $ 4,620,000

• Capitalization of REIT—
Debt (average rate is 12%)..............
$100,000,000
Equity .. _...... .........-.... -.............. _......... —
50,000,000
Total ......... ...... _................................
§ 10,060.54
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Accordingly, the average cost of all capi
tal is 8% (12% of $100,000,000 ÷
$150,000,000).
• The REIT intends to support the prop
erty for two years. At the end of that
period it intends to recover its invest
ment and to pay its lender. The REIT
has the financial capacity to do so. Cash
flow before debt service is estimated as
follows:
Year 1
—
$ 4,400 per month
Year 2
—
$21,400 per month
• Two alternative assumptions for repay
ment of the REIT’s lenders are illus
trated: Assumption 1—Interest on debt
remains at 12% for the two year period;
Assumption 2—Interest on debt remains
at 12% for six months but will be
reduced at that point to 6% according
to a contractual arrangement.

Determination of Required Allowance for Loan Losses
Loan receivable
balance ...... ....

Less present value
of estimated fu
ture net cash re
ceipts and dis
bursements, ex
clusive of interest, at the
average cost of
all capital:
Selling price ...
Operating cash
flow ........ ......

AICPA Technical Practice Aids

Assumption 1

Assumption 2

$4,500,000

$4,500,000

$3,939,000

$4,181,000

278,000

293,000

$4,217,000

$4,474,000
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Required allowance
for loan losses...
*

*

Assumption 1

Assumption 2

$ 283,000

$

*

*

26,000

*

Computational Notes
Present value of selling price—

Estimated selling
price .......

$4,620,000

Present value factors—•
8% (average cost
of capital) for
24 months...... ...
8% (average cost
of capital) for
6 months...........
4% (average cost
of capital) for
18 months_ ___

$4,620,000

.8526

.9609

$3,939,000

.9419
$4,181,000

Present value of net operating cash flow, before debt
service—
Year 1

Monthly cash flow
Present value factor ...... .............

$

4,400

$

4,400
5.8625

11.4958

$
$

Monthly cash flow
Present value fac
tor . . . . . . . . . . . . . . . . . . . . . . . . . . . . .

4,400

(5.9306 X .9802)

$

§ 10,060.54

26,000

51,000

$

26,000

$

52,000
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Assumption 1

17,919

Assumption 2

Year 2

Monthly cash flow
$ 21,400
$ 21,400
Present value fac
tor .... -........... (11.4958 X .9234) (11.7440 X .9609)

$ 227,000

$ 241,000

$ 278,000

$ 293,000

Note—See notes (a) and (b) on page 17,916.

.55

APPENDIX C: PRESENT VALUE FACTORS

Present Value of $1
Factor

Annual Rate

Periods *

10%
10%
10%

12
24
36

.9052
.8194
.7417

8%
8%
8%

6
12
24

.9609
.9234
.8526

4%
4%
4%

6
12
18

.9802
.9609
.9419

Present Value of $1 Per Period
Annual Rate

Periods *

Factor

10%

12

11.3745

8%
8%

6
12

5.8625
11.4958

4%
4%

6
12

5.9306
11.7440

* Interest compounded monthly.
AICPA Technical Practice Aids
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Section 10,070

Statement of Position 75-3
Accrual of Revenues and
Expenditures by State and
Local Governmental Units
[Proposal to Financial Accounting Standards Board to Amend
AICPA Industry Audit Guido on Audits of State and Local Govern
mental Units]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, N.Y.10036 (212) 575-6200

July 31, 1975

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:

The accompanying Statement of Position, prepared by the
AICPA Subcommittee on State and Local Governmental
Auditing, proposes amendments to the AICPA Industry
Audit Guide on Audits of State and Local Governmental
Units which will clarify that part of Chapter 2 of the
Guide which deals with accruals of revenues and expen
ditures by state and local governmental units.
While issuance of this Statement of Position will be
helpful to independent auditors, we urge that FASB advise
the accounting profession at an early date as to whether
it believes the proposed amendments are appropriate
and should be regarded as having the same authoritative
support as the Audit Guide itself.
Members of the Subcommittee will be glad to meet
with you or your representatives to discuss this pro
posal. The Subcommittee would also appreciate being
AICPA Technical Practice Aida
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advised as to the Board’s proposed action on its
recommendations.

Sincerely yours,
AICPA SUBCOMMITTEE ON
STATE AND LOCAL GOVERNMENTAL AUDITING

C. Richard Spriggs,
Chairman
Franks. Belluomini
Herman 0. Coleman
ErnestH. Davenport
Leon E. Hay
Gerald W. Hepp

Nathan Honig
WilliamD. Mahaney
Fred M. Oliver
Ira Osman
Gerald J. Schmidt
JosephG. Tonascia
Benton B. Warder

cc: Securities and Exchange Commission
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Accrual of Revenues and Expenditures by State and
Local Governmental Units

NOTES
The American Institute of Certified Public Accountants has issued
a series of industry-oriented Audit Guides that present recommendations
on auditing procedures and auditors
*
reports and in some instances on
accounting principles, and a series of Accounting Guides that present
recommendations on accounting principles. Based on experience in the
application of these Guides, AICPA Task Forces or Subcommittees
may from time to time conclude that it is desirable to change a Guide.
A Statement of Position is used to revise or clarify certain of the recom
mendations in the Guide to which it relates. A Statement of Position
represents the considered judgment of the responsible AICPA Task
Force or Subcommittee.
To the extent that a Statement of Position is concerned with audit
ing procedures and auditors’ reports, its degree of authority is the same
as that of the Audit Guide to which it relates. As to such matters,
members should be aware that they may be called upon to justify
departures from the recommendations of the Subcommittee.
To the extent that a Statement of Position relates to standards of
financial accounting or reporting (accounting principles), the recom
mendations of the Subcommittee are subject to ultimate disposition by
the Financial Accounting Standards Board. The recommendations are
made for the purpose of urging the FASB to promulgate standards
that the Subcommittee believes would be in the public interest

AUDITS OF STATE AND LOCAL
GOVERNMENTAL UNITS
Proposed Amendment to Industry Audit Guide

BACKGROUND INFORMATION

.01 The accrual basis of accounting is followed (with minor
exceptions) by all funds other than budgetary funds of state
and local governmental units. Budgetary funds (general, special
revenue, and debt service funds) use the modified accrual basis
of accounting. The AICPA Industry Audit Guide, Audits of
State and Local Governmental Units, summarizes the modified
accrual basis as follows:
1. Revenues are recorded as received in cash except for
(a) revenues susceptible to accrual and
(b) material revenues that are not received at the
normal time of receipt.

2. Expenditures are recorded on an accrual basis except
for
(a) disbursements for inventory type items, which
may be considered expenditures at the time of
purchase or at the time the items are used;
AICPA Technical Practice Aids
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(b) prepaid expenses, which normally are not re
corded ;
(c) interest on long-term debt, which should normally
be an expenditure when due; and
(d) the encumbrance method of accounting, which
may be adopted as an additional modification.

.02 Although the Guide contains a discussion of the applica
tion of both the accrual and modified accrual bases of accounting
to revenues and expenditures, questions have arisen in practice
with respect to four problem areas: sales taxes, revenue sharing,
vacation and sick pay, and interest accruals in special assess
ment funds. Accordingly, this Statement of Position has been
issued to revise or clarify that part of Chapter 2 of the Guide
dealing (a) with the modified accrual basis, and (b) with the
concept “fully matured and not paid” as it pertains to interest
accruals in assessment funds.
REVENUES SUSCEPTIBLE TO ACCRUAL

.03 The Guide describes, on page 14, criteria to identify
revenues susceptible to accrual, as follows:
Revenues considered susceptible to accrual are those revenues
that are both measurable and available. In substance, “avail
able” means that the item is a resource that can be used to
finance the governmental operations during the year.
Few types of revenues in budgetary funds possess all of the
characteristics essential to meet both criteria of being measurable
and available, which are requisite to being considered sus
ceptible to accrual.
Revenue sources that generally are not considered susceptible
to accrual include those generated on a self-assessed basis,
such as income taxes, gross receipts taxes, and sales taxes.
Normally, such taxes would be recorded as revenue when
received.

The Subcommittee believes the Guide should be amended to
clarify the application of these criteria to sales taxes and to
revenue sharing entitlements.

.04 Specifically, the Subcommittee believes that Audits of
State and Local Governmental Units should be amended by
inserting the following paragraphs immediately before the first
full paragraph (beginning “Normally, when an item is billable. ...”) on page 15:
§ 10,070.02
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The following paragraphs illustrate the application of these
criteria.

Sales taxes collected by merchants but not yet required to be
remitted to the taxing authority at the end of the fiscal year
should not be accrued. However, taxes collected and held by
one government agency for another at year end should be accrued
if they are to be remitted in time to be used as a resource for
payment of obligations incurred during the preceding fiscal
year. To illustrate, when a state collects all sales taxes and
within 60 days remits to cities and counties the amounts col
lected for them, amounts held by the state for allocation on
June 30 should be accrued by cities and counties with a June 30
fiscal year end. However, taxes collected by merchants during
June and prior months but not required to be remitted until
after June 30 should not be accrued by the state, counties,
or cities.
Revenue sharing entitlements are for the period from July 1
to June 30 and are received in four installments, the last of
which is not received until July. This final installment, which
is both measurable and available, should be accrued at June 30
as a resource of the fund accounting for the initial receipt of
revenue sharing entitlements.

VACATION PAY AND SICK PAY

.05 The Guide states, on page 16, that “Expenditures are
recorded on the accrual basis....” and goes on to discuss certain
exceptions to that statement. The Subcommittee believes the
Guide should be amended to permit state and local governmental
units not to record the costs of vacation and sick leave at the
time the benefits are accumulated.
.06 Specifically, the Subcommittee believes that Audits of
State and Local Governmental Units should be amended by in
serting the following paragraphs immediately before the last full
paragraph (beginning “A summary of the modifications. . . .”)
on page 16:
Governmental units, like commercial and other organizations,
provide vacation and sick pay benefits to their employees.
However, governmental units often have policies or contractual
agreements which permit employees to accumulate unused
vacation and sick pay over their working careers and to redeem
such unused leave time in cash upon death or retirement or by
extended absence immediately preceding retirement. Portions
of amounts accumulated at any point in time can be expected
to be redeemed before termination of employment While
such accumulations may be material in total, the effect on the
AICPA Technical Practice Aids
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financial statements of any one year may be immaterial. How
ever, the effect on any one year may become material if the
governmental unit is required to liquidate the accrued amounts,
e.g., because of a court action by employees.
Although governmental units generally should record expendi
tures on the accrual basis, the accounting for unused vacation
and sick pay needs to be considered in light of the unique
environment of governmental units. Budgetary funds of gov
ernmental units, unlike business entities, are not concerned
with the principle of matching costs against associated reve
nues. Rather, a major interest of governmental financial state
ment users is the fiduciary responsibility of the governmental
body for the revenues appropriated. Further, long-term debts
of budgetary funds are not recorded as debts in the fund which
will be making the requisite payments but rather in the long
term debt group of accounts.
Considering these factors and the nature of the accumulated
unused vacation and sick leave, it is appropriate to disclose the
estimated amount of such commitments in a footnote, if material,
and not record the costs as expenditures at the time the leave
is accumulated. If accumulated unused vacation and sick pay
at the end of a fiscal year does not exceed a normal year’s
accumulation, footnote disclosure is not required.

INTEREST ACCRUALS IN ASSESSMENT FUNDS
.07 The Guide states, on page 13, that “In special assessment
funds, interest income on assessments receivable and interest
expense on offsetting bonds payable or other long-term debt
should not be accrued unless fully matured and not paid.” The
Subcommittee believes this statement should be clarified by a
footnote, as set forth below:
This principle applies whether or not the date for payments
to bondholders coincides with the date for collections from
property owners; for example, if interest from property owners
is due on March 1 and the corresponding payment to bond
holders is payable on June 1, the entity would report as interest
receivable on June 30 only the amounts still uncollected from
property owners for the preceding March 1 and prior interest
dates. The interest payable reported at June 30 should be only
the amounts still payable to bondholders for the preceding
June 1 and prior interest dates.

The next page is 17,991.
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Statement of Position 75-4

Presentation and Disclosure of
Financial Forecasts
August 1975

NOTES

Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject
This Statement represents the conclusions of at least a majority of the
Accounting Standards Executive Committee, which is the senior technical
body of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting, cost accounting, and financial forecast
presentation. However, Statements of Position do not establish standards
enforceable under the Institute’s Code of Professional Ethics.
The objective of this Statement of Position is to provide general infor
mation and guidance to members and others on the Presentation and

Disclosure of Financial Forecasts.

INTRODUCTION

.01 This Statement of Position on Presentation and Dis
closure of Financial Forecasts has been issued by the Account

ing Standards Division of the American Institute of Certified
Public Accountants because greater interest is being shown in
financial forecasts and projections1 and they increasingly are
being disseminated.
.02 Few companies publish forecasts or projections for gen
eral dissemination at present. Many companies, however, issue
forecasts or projections to lenders, underwriters and prospective
investors in connection with obtaining debt or equity financing.
They are included in offering circulars for bond issues to finance
the construction of hospitals, airports, sports arenas and other
public facilities, as well as in offering circulars for limited
partnership interests, particularly in real estate.
.03 The Securities and Exchange Commission has historically
prohibited the inclusion of forecasts or projections in prospec
tuses and reports filed with it. However, the Commission has
1 See Definitions, pars. .05-.09.
AICPA Technical Practice Aids
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proposed changes in that policy to permit companies to include
certain statements regarding future operations in filings made
pursuant to the Securities Act and the Exchange Act.2
.04 Other Divisions within the AICPA are concerned with
related aspects of financial forecasts:
a. Guidelines for Systems for the Preparation of Finan
cial Forecasts have been issued by the Management
Advisory Services Division (MAS Guideline Series
Number 3, March 1975). The guidelines provide direc
tion to the developers of forecasting systems and to
the preparers of financial forecasts.
b. The Auditing Standards Division is studying matters
relating to a CPA’s involvement with his client’s
financial forecasts and the appropriate reporting by
a CPA on such forecasts.
DEFINITIONS
.05 Common usage in practice has not developed complete
agreement on the definition of certain terms such as forecast,
projection, feasibility study, and budget. For purposes of this
Statement of Position, certain definitions have been adopted and
used throughout.
Financial Forecast
.06 A financial forecast for an enterprise is an estimate of
the most probable financial position, results of operations and
changes in financial position for one or more future periods.

In this context—
a. “Enterprise” means an entity for which financial
statements could be prepared in accordance with
generally accepted accounting principles.
b. “Most probable” means that the assumptions have
been evaluated by management and that the forecast
is based on management’s judgment of the most likely
set of conditions and its most likely course of action.
Financial Projection
.07 A financial projection for an enterprise is an estimate of
financial results based on assumptions which are not necessarily
the most likely. Financial projections are often developed as a
response to such questions as “What would happen if?”.
2 Securities Act Release No. 5581, April 28,1975.

§ 10,080.04
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Feasibility Study
.08 A feasibility study is an analysis of a proposed invest
ment or course of action. A feasibility study may involve the
preparation of financial projections and/or a financial forecast.
A financial forecast may in turn be based on the results of a
feasibility study used in the formulation of management’s plans.

Budgets, Plans, Goals, and Objectives
.09 Budgets, plans, goals, and objectives also involve ele
ments of predicting the future. However, each tends to have
elements which distinguish it from a financial forecast although,
in some situations, each may be identical to a forecast. Budgets,
plans, goals, and objectives may have some of the elements of
targets or motivational hurdles. Budgets especially involve moti
vational, control, and performance evaluation considerations.

SCOPE OF STATEMENT
.10 This Statement provides guidance as to presentation and
disclosure for those who choose to issue information about the
future described as financial forecasts. Nothing herein should
be interpreted to mean that the publication of financial forecasts
is recommended or that a financial forecast is deemed to be a
part of the basic financial statements.

.11 Financial projections, feasibility studies, budgets, plans,
goals, and objectives are generally prepared for special purposes
and do not fall within the scope of this Statement of Position;
financial forecasts contained within a feasibility study do.
.12 Recommendations as to presentation and disclosure of
cash flow or tax basis forecasts also do not fall within the scope
of this Statement of Position.

RECOMMENDATIONS ON PRESENTATION
AND DISCLOSURE
Format
.13 Financial forecasts preferably should be presented in the
format of the historical financial statements3 expected to be
issued, but, at a minimum, the presentation should consist of
certain specific information (see below) obtained from such a
financial forecast.
3 The details of each statement may be summarized or condensed,
so that only the major items in each are presented. The usual footnotes
associated with historical financial statements need not be included as
such. However, see Assumptions, pars. .19-.27, for additional comments.
AICPA Technical Practice Aids
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.14 Financial forecasts presented in the format of the his
torical financial statements expected to be issued would facilitate
comparisons with results experienced in prior periods and with
results actually achieved in the forecast period(s). However,
given the lack of experience of most enterprises in issuing
financial forecasts, there is reason to consider, for the present,
recommendations which would not unduly discourage the issu
ance of financial forecasts and which would permit experimen
tation in the development of communicative formats. Accord
ingly, when information described as a financial forecast is
issued, it should include presentation of at least the following
information (when applicable):
a. Sales or gross revenues.
b. Gross profit
c. Provision for income taxes.
d. Net income.
e. Disposal of a segment of a business and extraordinary,
unusual or infrequently occurring items.
f. Primary and fully diluted earnings per share data for
each period presented.
g. Significant anticipated changes in financial position.
Accounting Principles

.15 Financial forecasts should be prepared on a basis con
sistent with the generally accepted accounting principles ex
pected to be used in the historical financial statements covering
the forecast period. This fact, as well as a summary of signifi
cant accounting policies, should be disclosed in the forecast.
If a forecast is included in a document which contains such a
summary, disclosure can be accomplished by cross-referencing.
.16 If the financial forecast gives effect to a change in ac
counting principle from one used in the historical financial state
ments of prior periods, the change should be reported in the
forecast for the period in which it is expected to be made as
would be required in reporting such accounting change in his
torical financial statements.
Expressing the Results

.17 Financial forecasts should be expressed in specific mone
tary amounts representing the single most probable forecasted
result. The tentative nature of a financial forecast would be
$ 10,080.14
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emphasized if the single most probable result for key measures
(e. g., sales and net income) was supplemented by ranges or
probabilistic statements, and the presentation of such informa
tion is encouraged.
.18 While a range informs the user of the probabilistic nature
of the forecast, expressing a financial forecast solely in terms
of ranges could result in the user’s attributing an unwarranted
degree of reliability to the forecast ranges, because many users
might assume (a) that a range represented the spread between
the best possible result and the worst possible result or (b) that
the range was based on a scientifically determined interval
Management should be in the best position to determine the
single most probable result, and this burden should not be placed
on outsiders. Also, single point estimates are necessary to aggre
gate the forecasts of an enterprise’s individual operations, as
well as to facilitate comparison between the forecast and later
historical results.
Assumptions

.19 Those assumptions should be disclosed which manage
ment thinks are most significant to the forecast or are key
factors upon which the financial results of the enterprise depend.
There ordinarily should be some indication of the basis or
rationale for these assumptions. It would also be desirable for
the disclosure to include an expression of the relative impact of
a variation in the assumption when it would significantly affect
the forecasted result.

.20 Frequently, basic assumptions that have enormous
potential impact are considered to be implicit in the forecast.
Examples might be conditions of peace, absence of natural
disasters, etc. Such assumptions need be disclosed only when
there is a reasonable possibility that the current conditions will
not prevail. In such circumstances, to the extent practicable,
the possible impact of a change in the assumptions should be
disclosed.
.21 A financial forecast is based on assumptions representing
management’s judgment of the most likely circumstances and
events and its most likely course of action. Assumptions are
the single most important ingredient of a financial forecast.
However, regardless of the amount of study or analysis, some
assumptions inevitably will not materalize.
AICPA Technical Practice Aids

§ 10,080.21

17,996

Statements of Position

.22 There are several other factors with respect to the dis
closure of assumptions which must be considered, particularly
when the disclosures are external to the enterprise.
a. By nature, a financial forecast embodies a large num
ber of assumptions, especially for a complex enter
prise. An attempt to communicate ‘‘all” assumptions
is inherently not feasible.
b. Outside users who disagree with one or more assump
tions in a forecast are generally not able to adjust for
the effect of these differences in assumptions on the
forecast.
c. Questions may arise after the fact as to certain
assumptions which were not disclosed. Unforeseen
changes in conditions may make certain assumptions,
previously considered unimportant, significant.
.23 Consideration of these factors does not change the pre
vious conclusion that significant assumptions underlying a
financial forecast should be disclosed.

.24 Disclosure of certain important information may not be
desirable from the standpoint of the enterprise, particularly
when competition or strategies are involved. While all signifi
cant assumptions should be disclosed, they need not be presented
in such a manner or in such detail as would adversely affect the
competitive position of the enterprise.
.25 Assumptions should be captioned in a manner which
best reflects their nature, such as “ Summary of Significant Fore
cast Assumptions.” It should be made clear that the assump
tions disclosed are not an all-inclusive list of those used in the
preparation of the forecast and that they were based on circum
stances and conditions existing at the time the forecast was
prepared. Accordingly, the summary of assumptions should be
preceded by an introduction similar to the following:
This financial forecast is based on management’s assumptions
concerning future events and circumstances. The assumptions
disclosed herein are those which management believes are sig
nificant to the forecast or are key factors upon which the financial
results of the enterprise depend. Some assumptions inevitably
will not materialize and unanticipated events and circumstances
may occur subsequent to
...................... , the date of
this forecast. Therefore, the actual results achieved during the
forecast period will vary from the forecast and the variations
may be material.
§ 10,080.22
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.26 Identifying those assumptions which, at the time of prep
aration, appear to be most significant to the forecast or which are
key factors upon which the financial results of the business
depend requires the careful exercise of good-faith judgment by
management. The disclosures should include the following:
a. Assumptions as to which there is a reasonable possi
bility of the occurrence of a variation that may signifi
cantly affect the forecasted results.
b. Assumptions about anticipated conditions that are
expected to be significantly different from current
conditions, which are not otherwise reasonably ap
parent.

c. Other matters deemed important to the forecast or to
the interpretation of the forecast.

.27 The following unrelated hypothetical examples of dis
closures of assumptions are offered for general guidance:
a. The Company is engaged in several lines of business,
two of which are defense-oriented and supplied X%
and Y% of the Company’s sales and gross profit, re
spectively, in 1974, as indicated on page— of the
Annual Report to Stockholders. The Company’s other
lines of business are diversified.
The sales forecast assumes, among other things, that
revenue from the Company’s federal defense contracts
will continue at the current level and that non-defense
sales will increase at the same rate as the anticipated
increase in real GNP for 1975.
If these conditions are not met, results may be signifi
cantly affected. For example, a decline of 5% from
forecasted defense-oriented sales could result in a
decline of approximately 8% in net income, while a
decline of 5% from forecasted non-defense sales could
result in a decline of approximately 6% in net income.

b. The Company expects its raw material costs to rise,
on an overall basis, commensurate with the rate of
inflation. The forecast assumes any raw material cost
increases can be recovered in the form of higher prices.
Labor costs have been forecasted using rates provided
in the Company’s union contract, which does not
expire until 1976.
AICPA Technical Practice Aids
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c. At certain times in the year, the Company is highly
dependent on short-term bank borrowing. The Com
pany’s forecast of interest expense is based on the
seasonal borrowing patterns of prior years for financ
ing inventory and receivables. The Company does
not expect to incur any long-term borrowing and
anticipates no major changes in the prime rate from
its present level of X%.
d. The provision for income taxes gives no effect to the
possibility of a 6% decrease in the maximum corpo
rate income tax rate, as proposed by the President in
a message to Congress.
e. Manufacture of the Company’s major products de
pends on the availability of relatively small quantities
of petroleum by-products. The Company has no guar
anteed source for these materials. The forecast
assumes continued availability of these raw materials.

f. Earnings per share data have been computed follow
ing the same procedures used for historical financial
statement purposes, which are in accordance with the
provisions of APB Opinion No. 15. In calculations
required by the “treasury stock” method, manage
ment has assumed, for such purposes, that there will
be no significant changes in the price of the Com
pany’s stock.
Period to Be Covered

.28 Management should consider its ability to forecast and
the needs of the user in determining the period to be covered.
No fixed period of time is specified herein.
.29 Although the degree of uncertainty generally increases
with the time span, short-term forecasts may not be meaningful
in (a) industries with a lengthy operating cycle or (b) situa
tions where long-term results are necessary to evaluate the in
vestment consequences involved.
Distinguishing From Historical Financial Statements

.30 Financial forecasts should be presented separately (or
clearly segregated) from the historical financial statements and
should be clearly labeled as a “financial forecast” to preclude a
§ 10,080.28
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reader from confusing a forecast with the historical financial
statements.

.31 Applicable historical information, such as prior forecast
data and prior historical results, may, however, be presented
with any financial forecast in parallel columns. This would
facilitate comparison and provide the user with information
helpful in evaluating the risks associated with a financial fore
cast. When such historical information is presented, it should
be clearly labeled and distinguished from the forecast infor
mation.
UPDATING FINANCIAL FORECASTS

.32 An updated financial forecast should be issued to reflect
significant changes in assumptions, actual results, or unantici
pated events and circumstances unless (a) the original forecast
included a statement that it was not intended to be updated
(see par. .36) or (b) issuance of historical financial statements
covering the forecast period is imminent.

.33 An updated forecast should be issued if it can be done
promptly. The reasons for updating should be described in a
note to the updated forecast.
.34 When material changes in a forecast cannot be quantified
so as to permit issuance of an updated forecast promptly,
appropriate disclosure should be made. Such disclosure would
include a description of the circumstances necessitating an up
dated forecast, and notification that the forecast should not be
used for any purpose and that an updated financial forecast will
be issued upon its completion.
.35 If, however, management decides that the current finan
cial forecast should no longer be used for any purpose but it is.
not appropriate to issue an updated forecast, this decision and
the reasons for it should be disclosed.
Forecasts Not Intended to Be Updated
36. Financial forecasts may be issued on a “one-time” basis,
such as in connection with a search for debt or equity financing,
without any intention to issue updated forecasts. In such cases,
emphasis should be given to the date of issuance of the forecast
and an explicit statement should be made as to the dangers in
herent in using forecasts issued some time ago. In addition,
AICPA Technical Practice Aids
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management’s intention not to update the forecast should be
specifically disclosed.
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Statement of Position 75-5
Accounting Practices in the
Broadcasting Industry
[Recommendation to Financial Accounting Standards Board]
American Institute of Certified Public Accountants

AICPA

1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 29, 1975
Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905
Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of the Accounting
Standards Division on Accounting Practices in the Broadcasting Industry. It was
prepared on behalf of the Division by the Accounting Standards Task Force on
Entertainment Companies for consideration by the Financial Accounting Standards
Board and for such action as the Board deems appropriate.
The Division suggests
that the recommendations contained herein be required to be applied in financial
statements for fiscal years beginning on or after January 1, 1976 (or beginning in
late December, 1975 for enterprises having fiscal years of 52 or 53 weeks).
The Statement discusses three areas of interest to broadcasters: television
film license agreements, barter transactions and intangible assets.
The Statement concludes that assets and liabilities should be recorded for tele
vision film license agreements with respect to films available for telecast
ing. Guidelines are provided for the classification of these assets and
liabilities. The film rights recorded as an asset should, it holds, be amortised
using an accelerated method over the number of future showings estimated by
management when the first showing, as is usually the case, is more valuable to
a station than reruns. The Statement also takes the position that the provisions
of APB Opinion No. 21 are applicable to television film license agreements.

Barter transactions involve the exchange of unsold advertising time for products
or services. The Statement concludes that all barter transactions should be
recorded by estimating the fair value of the product or service received, in
accordance with the provisions of APB Opinion No. 29.
Finally, the Statement provides guidance with respect to the application of APB
Opinion No. 17 to intangibles in the broadcasting industry, pending reconsideration
by the FASB of the broad area of business combinations and purchased intangibles.

The Division would appreciate being advised as to the Board’s proposed action on
the recommendations set forth in this Statement of Position.

Sincerely yours,

Accounting Standards Task Force
on Entertainment Companies

cc.

Securities and Exchange Commission
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NOTES
Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the develop
ment of accounting and reporting standards in directions the Division
believes are in the public interest. It is intended that they should be
considered, as deemed appropriate, by bodies having authority to issue
pronouncements on the subject. However, Statements of Position do
not establish standards enforceable under the Institute’s Code of Pro
fessional Ethics.

ACCOUNTING PRACTICES IN THE
BROADCASTING INDUSTRY

GENERAL BACKGROUND
.01 The Federal Communications Commission (FCC) is re
sponsible for the general regulation of television and radio
broadcasters. Under current regulations, stations are licensed
for three year periods to use assigned frequencies in specific
locations. These frequencies are limited and are part of the
public domain. The FCC has the authority to consider quality
of programming, financial ability of station ownership, amounts
of advertising, attention to community service and other factors
in determining whether a license should be granted or renewed.
The FCC does not, however, regulate rates. The National Asso
ciation of Broadcasters has set forth guidelines with respect to
the amount of advertising time which may be sold.
.02 Broadcasters derive revenue from national, regional and
local advertisers. In addition, if a station is affiliated with a
network it receives compensation for the network programming
that it carries, based on a formula designed to compensate the
station for commercial time sold on a network basis and included
in network programming. Rates charged by stations vary con
siderably from market to market and within markets. The prices
charged for advertising time are generally based upon the size
and demographics of the estimated audience reached, which in
turn depends on the size of the market and on the audience’s
acceptance of the station’s programming. Station audiences are
measured during rating periods to determine the size and demo
graphic composition of the audiences reached. A station’s selling
prices (rate cards) are set by program or time periods, to reflect
AICPA Technical Practice Aids
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current audience ratings. Rate cards are revised periodically
to reflect subsequent audience ratings and/or changes in eco
nomic conditions. While there is not always a direct relationship
between revenues and expenses for a specific program, a station
must maintain audience acceptance of its programming over a
period of time or suffer a reduction in its rate schedule as com
pared to other stations in the market.
.03 Revenues are recognized when the station broadcasts the
advertising the sponsor has contracted for. The networks report
certain revenue information to their affiliates weekly and dis
tribute that revenue monthly.
.04 Broadcasters may barter unsold advertising time for
products or services. Such transactions permit the station to
obtain something of value for time which might otherwise remain
unsold. The station benefits, if bartering does not interfere with
its cash sales, by exchanging otherwise unsold time for pro
grams, fixed assets, merchandise, other media advertising privi
leges, travel and hotel arrangements, entertainment, and other
services and products received from advertisers or agencies
acting on their behalf.
.05 A major expense of a television station is its program
ming costs. These costs are substantially higher for an inde
pendent station than for a network affiliate because the affiliate
does not incur programming costs for network showings and
records only its network advertising revenue. The network
recovers its programming costs through the sale of national
advertising. Television stations include, however, many hours
of non-network programming in their schedules. These programs, other than local news and interview shows and the like,
are usually on video tape or film. They are generally contracted
for under television license agreements and represent the largest
element of programming expense for both network affiliated and
independent stations.
.06 A broadcaster’s principal intangible assets are its net
work affiliation agreement(s) and FCC license. Without an FCC
license, it is impossible to earn revenue no matter how large the
investment in equipment, people and programs. A network
affiliated station is generally more valuable than an independent
station in the same market because of network supplied pro
gramming and revenues. Network programming generally im
proves the audience levels during network and non-network
programming periods. The improvement in audience levels
§ 10,090.03
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tends to increase the rates and resultant revenue that a station
receives from its national and local sales to advertisers.
.07 The Division has noted that there are variations in prac
tice with respect to accounting by broadcasters, including net
works, for certain transactions. This Statement of Position has
been issued to narrow the range of acceptable alternative prac
tices in the following areas:
• Accounting for television film rights and related license
fees.
• Accounting for barter transactions.
• Accounting for network affiliation agreements and FCC
licenses.
TELEVISION FILM LICENSE AGREEMENTS

Industry Practice

.08 Broadcast rights for feature length motion pictures,
series produced for television, cartoons and other films are gen
erally sold by producers or distributors to broadcasters for
television exhibition under a contract which typically includes
several films (a package) and permits one or more exhibitions
of each film during specified license periods. (Certain licenses,
however, permit unlimited showings during a specified period
of time.) Fees stipulated in the agreement are usually payable
in installments over a period of time which is generally shorter
than the period of the licensing contract. The license expires
after the last allowed telecast or at the end of the specified
period even if the licensee telecasts a film less than the allowed
number of times.

.09 Accounting practices with respect to film rights and
related fees vary. The most common alternatives are summarized
below:
1. The unpaid fees stipulated in the agreement are con
sidered to be commitments, not liabilities, and neither
the film rights nor the related fees are recorded in
the balance sheet. Disclosure practices of companies
following this alternative are not consistent.
2. Assets and liabilities are recorded for all television
film license agreements. The liabilities are classified
as current or noncurrent on the basis of the payment
AICPA Technical Practice Aids
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terms specified in the agreement but the assets are
classified in different ways:
(a) All film rights reported as current assets.
(b) All film rights reported as noncurrent assets.
(c) Film rights segregated between current and
noncurrent based on—
(i) Availability for telecasting, or
(ii) Estimated usage within one year.
3. Assets and liabilities are recorded only with respect
to those films which are currently available for tele
casting. These assets and liabilities are classified
in the balance sheet under one of the alternatives
described in 2 above.
.10 Those broadcasters who record film rights as assets
amortize those assets using one—or a combination—of the fol
lowing methods:
1. Straight-line based on the period of the agreement.
2. Straight-line based on the number of showings speci
fied in the agreement.
3. Straight-line based on the number of showings esti
mated by management.
4. Accelerated by assigning higher values to earlier
showings, either based on the number of showings
specified in the agreement or based on the number of
showings estimated by management.
5. Accelerated by using the sum-of-the-years’ digits,
declining-balance, or variations of those methods.
6. Higher of (a) straight-line based on either the speci
fied or estimated number of showings, or (b) straightline over the contract period commencing with date
of first showing.
.11 The provisions of APB Opinion No. 21, Interest on
Receivables and Payables, are also not applied consistently to
the receivables and payables arising from television film license
agreements. Most film licensors impute interest on the receivable
arising from the agreement. As a general rule, licensees do not
impute interest on the payable. The Opinion is applicable to
“receivables and payables which represent contractual rights
§ 10,090.10
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to receive money or contractual obligations to pay money on
fixed or determinable dates, whether or not there is any stated
provision for interest....” The Opinion is not intended to apply
to certain exempted transactions, but none of these exemptions
is applicable to television film license agreements unless the
receivables and payables arising from those agreements are
“due in customary trade terms not exceeding approximately one
year.” In addition, those few broadcaster-licensees who do im
pute interest follow different methods:
1. Interest is imputed and expensed on all license agree
ments.
2. Interest is imputed and expensed only on those license
agreements for films which are currently available for
telecasting.
3. Interest is imputed on all license agreements but
capitalized as additional costs of film rights.
.1 2 The practices which exist with respect to the recording
of assets and liabilities under television film license agreements,
the classification of any recorded assets and liabilities, the
amortization of film license costs, and the application of APB
Opinion No. 21, provide a broadcaster with the ability to select
from a large number of combinations of alternative methods.
The Division’s conclusions with respect to these alternatives
are summarized in the next section.
The Division’s Conclusions

.1 3 The AICPA Industry Accounting Guide, Accounting for
Motion Picture Films, specifies that a licensor should record a
receivable and recognize income with respect to film license
agreements at the commencement of the license period if all of
the following conditions have been met:
1. The sales price for each film is known.
2. The cost of each film is known or reasonably deter
minable.
3. Collectibility of the full license fee is reasonably
assured.
4. The film has been accepted by the licensee in accord
ance with the conditions of the license agreement.
5. The film is available; i.e., the right is deliverable by
the licensor and exercisable by the licensee.
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.14 The Division concludes that broadcasters’ accounting
should parallel the accounting by the licensor (although con
dition 3 above would not, of course, apply) and, accordingly,
assets and liabilities should now be recorded in the accounts for
the rights acquired and the obligations incurred under license
agreements for those films available for telecasting.

.15 The assets should be segregated between current and
noncurrent based on estimated usage within one year, and the
liability should be segregated between current and noncurrent
based on the payment terms specified in the license agreement.
This is in accordance with generally accepted accounting prin
ciples as set forth in Accounting Research Bulletin No. 43, Chap
ter 3, Section A, and is also the predominant practice in the
industry. The commitment for license agreements executed but
not recorded because they are not currently available for tele
casting should be disclosed in the notes to the financial state
ments.
.16 The Division believes that film rights should now be
amortized based on the number of future showings estimated
by management. This applies equally to licenses providing for
limited showings and those with unlimited showings. Feature
films should be amortized on an individual film basis. Film
series and other syndicated products should be amortized on a
series basis. Amortization of feature films on a film package
basis may be appropriate if it approximates the amortization
that would have been provided on a film-by-film basis. Licenses
providing for unlimited showings of cartoons and films with
similar characteristics may be amortized over the period of the
agreement since this type of film may, in practice, actually be
shown on an almost unlimited basis. Costs should be allocated
to individual films within a film package on the basis of the
relative value of each to the broadcaster.

.17 The Division has concluded that an accelerated method
of amortization which takes into consideration the station’s
programming pattern is now required when the first showing,
as is usually the case, is more valuable to a station than reruns.
Accordingly, the straight-line method of amortization is only
acceptable in those instances where each telecast is expected to
generate similar revenues.
.18 Film costs should be carried in the balance sheet at the
lower of unamortized cost or estimated net realizable value on a
§ 10,090.14
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film-by-film, series, or package basis, as appropriate. Unamor
tized cost would normally not exceed estimated net realizable
value; however, in those situations when management’s expecta
tions of the programming usefulness of a film, series or package
are revised downward, it may be necessary to charge expense to
reduce unamortized cost to estimated net realizable value. A
write-down from unamortized cost to a lower estimated net
realizable value establishes a new cost basis. Similar losses
expected to arise from unrecorded television film license agree
ments should also be provided for by a charge to expense.

.19 Finally, the Division has also concluded that the provi
sions of APB Opinion No. 21 are applicable to television film
license agreements and, accordingly, interest should now be
imputed on the recorded liabilities and amortized as interest
expense in conformity with paragraph 15 of the Opinion.
BARTER TRANSACTIONS

Industry Practice
.20 Present practices for recording barter revenue vary
considerably, as indicated below:
1. Revenue and expense are not recognized for financial
reporting purposes. (Memorandum records are usually
maintained for FCC reporting purposes.)

2. Revenue is recorded when commercials are broadcast.
3. Revenue is recorded when merchandise or services are
received.
.2 1 There is also a lack of uniformity in the methods of
valuing the two sides of the transaction:
1. Fair value of merchandise or services received.
2. Retail value of merchandise or services received.

3. Value of commercial spots at standard (“rate card”)
rates.

4. Value of commercial spots at a discounted rate.
The Division’s Conclusions

.22 The Division has concluded that all barter transactions
should now be recorded by estimating the fair value of the prod
uct or service received, in accordance with the provisions of
paragraph 25 of APB Opinion No. 29. Barter revenue should
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§ 10,090.22

18,040

Statements of Position

now be recorded when commercials are broadcast, and mer
chandise or services received should be recorded when received
or utilized. If merchandise or services are received prior to the
broadcast of the commercial, the deferred revenue should be
recorded. Likewise, if the commercial is broadcast first, a
receivable should be recorded.
.23 Television film license agreements, game shows and other
programming, exclusive of network programming, obtained in
exchange for a specified number of commercials should be valued
at the fair value of the programming received.

.24 Barter revenue should be disclosed in the financial state
ments when it is material, in accordance with paragraph 28 of
APB Opinion No. 29.
INTANGIBLE ASSETS
Industry Practice

.25 A network affiliation agreement and an FCC license are
intangible assets frequently transferred to the buyer upon the
purchase of a broadcasting station. An additional intangible
asset arising upon the acquisition by purchase of a broadcasting
station may be an excess of cost over the fair value of net
identifiable tangible and intangible assets acquired (goodwill).

.26 Present practices with regard to the balance sheet pre
sentation of these items and their amortization vary. Amounts
allocated to network affiliation agreements, FCC licenses and
goodwill are frequently presented by some companies as one
amount and identified as “Intangibles,” “Excess of Cost Over
Underlying Net Assets Acquired,” or other all-encompassing
descriptions which frequently include the word “Goodwill.”
Other companies, however, segregate their intangible assets into
components on the face of the balance sheet or in the notes
thereto. Companies amortize these intangible assets in conform
ity with the requirements of APB Opinion No. 17 and generally
use the maximum 40-year period for assets acquired after Oc
tober 31,1970, the effective date of APB Opinion No. 17. Intangi
ble assets arising prior thereto are usually not amortized on
the basis that there has been no diminution in value.
.27 The Institute of Broadcasting Financial Management,
Inc., the financial management association of the broadcasting
industry, and the National Association of Broadcasters have
established a joint committee which has submitted a position
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paper to the Financial Accounting Standards Board on account
ing for intangibles in the broadcasting industry.
.28 The joint committee believes that broadcasting intangi
bles have several characteristics which are shared with few, if
any, other types of intangible assets, for the following reasons.
First, broadcasting licenses and network affiliation contracts
are identifiable assets which are granted under contractual terms
having a virtually unlimited duration. Secondly, they have
historically retained their original value and generally increased
in value over a period of time. Third, the intangibles are mar
ketable assets, inasmuch as they can be and frequently are sold,
thus their value when compared to the sales of similar properties
can be reasonably estimated.

.29 The joint committee’s position paper requests that Ac
counting Principles Board Opinion No. 17 be modified by the
Financial Accounting Standards Board, to provide that (1) the
amortization or write-down of broadcasting licenses and network
affiliation contracts be required only if their estimated value
and future benefits are lower than their carrying value and
(2) that the amortization or write-down of these assets below
their residual value not be required. The joint committee
acknowledges that a diminution in the value of these intangible
assets should be recognized either through systematic amortiza
tion or write-offs as is warranted by the circumstances.

The Division’s Conclusions
.30 The Division believes that the provisions of APB Opinion
No. 17 apply to intangibles in the broadcasting industry as well
as in other industries and should be followed, absent any action
by the Financial Accounting Standards Board.
.31 APB Opinion No. 16, paragraph 68, requires that the
cost of an acquisition be allocated to each individual asset ac
quired on the basis of its fair value. The individual assets are
comprised of the tangible and identifiable intangible assets ac
quired. APB Opinion No. 17, paragraph 26, elaborates on this
with the statement that “Cost should be assigned to all spe
cifically identifiable assets; costs of identifiable assets should not
be included in goodwill.” Therefore, separate costs should be
assigned to network affiliation agreements and any other identifi
able intangible assets.
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.32 The Division has concluded that when a network affili
ation is terminated and not immediately replaced or under agree
ment to be replaced, the unamortized balance of the amount
originally allocated to the network affiliation should be charged
to expense. If a network affiliation is terminated and immedi
ately replaced or under agreement to be replaced, and the fair
value of the new network affiliation equals or exceeds the un
amortized cost of the terminated affiliation, no gain should be
recognized. However, a loss should be recognized to the extent
that the unamortized cost of the terminated affiliation exceeds
the fair value of the new affiliation.

.33 The amortization policy of the broadcaster should not be
changed solely because there has been a change in the network
with which the station is affiliated.
ACCOUNTING STANDARDS TASK FORCE
ON ENTERTAINMENT COMPANIES
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Statement of Position 75-6

Questions Concerning Profit Recognition on

Safes of Real Estate
[Recommendation to Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575-6200

December 29, 1975

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position has been prepared by the
Accounting Standards Task Force on Real Estate Accounting to
clarify the AICPA Industry Accounting Guide, Accounting for Profit
Recognition on Sales of Real Estate.
Numerous questions have arisen in practice with respect to the
application of the general principles and specific conclusions set
forth in the Guide.
Questions as to the applicability of the
Guide to specific transactions and to companies other than real
estate companies have also been raised.
The Task Force has
identified certain key questions and has recommended appropriate
responses to them in this Statement of Position.

Members of the Task Force will be glad to meet with you or your
representatives to discuss this proposal.
The Task Force would
also appreciate being advised as to the Board's proposed action on
the recommendations set forth in this Statement of Position.

Sincerely yours,

MELVIN PENNER
Chairman
Accounting Standards Task Force
on Real Estate Accounting

Securities and Exchange Commission
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Questions Concerning Profit Recognition on
Sales of Real Estate

NOTES
The American Institute of Certified Public Accountants has issued
a series of industry-oriented Audit Guides that present recommendations
on auditing procedures and auditors’ reports and in some instances on
accounting principles, and a series of Accounting Guides that present
recommendations on accounting principles. Based on experience in the
application of these Guides, AICPA Task Forces may from time to
time conclude that it is desirable to change a Guide. A Statement of
Position is used to revise or clarify certain of the recommendations in
the Guide to which it relates. A Statement of Position represents the
considered judgment of the responsible AICPA Task Force.
To the extent that a Statement of Position is concerned with audit
ing procedures and auditors’ reports, its degree of authority is the same
as that of the Audit Guide to which it relates. As to such matters, mem
bers should be aware that they may be called upon to justify departures
from the recommendations of the Task Force.
To the extent that a Statement of Position relates to standards of
financial accounting or reporting (accounting principles), the recom
mendations of the Task Force are subject to ultimate disposition by the
Financial Accounting Standards Board. The recommendations are
made for the purpose of urging the FASB to promulgate standards
that the Task Force believes would be in the public interest.

QUESTIONS CONCERNING PROFIT RECOGNITION
ON SALES OF REAL ESTATE

BUYER’S INVESTMENT IN PURCHASED PROPERTY
Funds Provided (Loaned) by Seller
Question:
.01 With respect to paragraph 22 of the Guide,
*
what is the
effect on the test of the adequacy of the down payment in a
sale of real estate if the seller has made or will be making loans
to the buyer builder/developer for acquisition, construction or
development purposes'? What is the effect of the existence of a
permanent loan commitment by an independent third party?

Answer:
.02 Under paragraph 22, any funds that have been loaned
or will be loaned, directly or indirectly, to the buyer by the seller
must first be deducted from the down payment in determining
whether the down payment test has been met. Paragraph 22 does
not require that the funds loaned by the seller be specifically
identified with the funds comprising the down payment. As an
* The paragraph and exhibit references are to appropriate sections
of the AICPA Industry Accounting Guide, Profit Recognition on Sales
of Real Estate.
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example, if “A” sells unimproved land to “B” for $100,000,
receives a down payment of $50,000 in cash, and plans to loan
“B” $35,000 at some future date for installation of water and
sewer lines, the down payment test has not been met. ($50,000 —
$35,000 = $15,000 -÷ $100,000 = 15%; fails test as at least 20%
is required.)
.03 Funds provided directly or indirectly by the seller in
clude loan guarantees, collateral provided by the seller, and any
other situation where the seller is subject to loss as a result of
funds loaned to the buyer.

.04 Existence of a permanent loan commitment by an inde
pendent third party for replacement of the construction or de
velopment loan made by the seller does not eliminate the need
to deduct the seller’s loan from the down payment under para
graph 22. The Guide did not intend that consideration be given
to such commitments and construction or development loans by
the seller to the buyer must be deducted from the down payment
whether or not a permanent loan commitment exists.
Acceptable Letters of Credit

Question:
.05 Paragraph 22 of the Guide requires that a buyer’s down
payment be composed of cash or notes supported by irrevocable
letters of credit from an established lending institution. What
constitutes an “established lending institution?” If the letters
of credit are obtained subsequent to the period in which the
transaction takes place but prior to the issuance of the financial
statements, is it appropriate to include them for purposes of
determining compliance with the down payment criteria in the
earlier period?
Answer:
.06 An “established lending institution” refers to institu
tions, usually commercial banks, that issue letters of credit in
the normal course of business.
.07 Buyer’s notes, unless and until supported by irrevocable
letters of credit covering the period of the notes, do not consti
tute cash equivalency (see paragraph 15) in a real estate trans
action. Accordingly, the down payment criteria are not met for
accounting purposes until the period in which letters of credit
are obtained.
§ 10,100.03
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Cumulative Application of Tests when
Recognition of Sale is Delayed
Question:
.08 Paragraph 27 of the Guide states that the “tests of ade
quacy of a buyer’s initial and continuing investment . . . should
be applied cumulatively—at the closing date and annually after
wards.” What date should be used for the purpose of these tests
when the transaction is not recorded as a sale for accounting
purposes on the closing date and the proceeds are accounted for
as a deposit?
Answer:
.09 The Guide indicates that under certain conditions the
effective date of the sale for accounting purposes is required to
be deferred (see paragraphs 9, 34, 35, 42, 45 and 54). When a
transaction is recorded under the deposit method, the date from
which the cumulative test would begin to apply would be de
layed until the sale is recorded for accounting purposes.

Applicability of the Alternative
115% Test for Down Payment
Question:
.10 Does the alternative 115% test for down payment under
paragraph 20 of the Guide apply if (a) the seller takes a receiv
able, collateralized by a first mortgage on the property sold, for
the entire difference between the sales value and the down pay
ment, or (b) if the buyer assumes, or takes the property subject
to, a primary loan that is not a newly placed permanent loan for
a portion of the difference between sales value and the down
payment?

Answer:
.11 No. The 115% test for down payment in paragraph 20
does not apply if a newly placed permanent loan or firm loan
commitment from an independent lender is not involved.

DownPayment Requirements on Single Family
Residential Housing
Question:
.12 Footnote (b) to Exhibit A (minimum down payment
requirement) calls for a higher down payment on sales of single
AICPA Technical Practice Aids
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family residential property if collectibility of the remaining por
tion of the sales price cannot be supported by reliable evidence
of collection experience. Do the provisions of footnote (b) apply
when independent first mortgage financing is utilized?

Answer:
.13 No. The provisions of footnote (b) are applicable when
independent first mortgage financing is not utilized and the seller
takes a receivable from the buyer for the difference between the
sales value and the down payment. When independent first mort
gage financing is utilized, the minimum down payment on sales
of single family residential property should be determined in
accordance with paragraph 20 of the Guide.

SELLER’S CONTINUED INVOLVEMENT
WITH PROPERTY SOLD
Time of Sale Considerations
Question:
.14 Are paragraphs 47-48 and 60 of the Guide in conflict with
the closing requirements in paragraph 14 of the Guide? Para
graphs 47-48 and 60 permit income recognition during a development or construction phase assuming all other conditions of the
Guide are met. On the other hand, paragraph 14 includes as a
prerequisite to income recognition the criterion that
. . all
conditions precedent to closing have been performed.” One
major condition precedent to closing on such properties as
buildings, condominiums, etc., is that the structure be ready or
certified for occupancy. Which of these paragraphs prevails?
If an exception to paragraph 14 is intended with respect to com
pletion, then are exceptions intended with respect to any other
requirements of paragraph 14 ?

Answer:
.15 Because of the length of the construction period of office
buildings, condominiums (especially high rise), shopping cen
ters and similar structures (excluding single family homes), the
Guide was written to permit income recognition during the
process of construction even though the fact of completion is
usually a ‘‘condition precedent, ” and thus this exception to para
graph 14 is an exception to this condition only.
§ 10,100.13
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Calculation of Safety Factor

Question:
.16 In applying Exhibit C, paragraph 55 of the Guide states
“that estimated rent receipts should be reduced by a safety
factor of 33%% unless signed lease agreements have been ob
tained to support a projection higher than the rental level thus
computed.” Should the 33%% reduction be applied to the total
estimated future rent receipts (including the amount resulting
from signed lease agreements) or only to the estimated fu
ture rent receipts which are not yet subject to signed lease
agreements?

Answer:
.17 The 33%% reduction should be applied to the total esti
mated future rent receipts for each period unless the amount so
computed is less than the actual amount of rent receipts result
ing from signed lease agreements. In this event, the actual
amount would be substituted for the computed amount.
.18 As an example, “A” sells an office building under devel
opment to “B” together with an agreement to support operations
of property for a period of three years. The projected annual
rent roll is $1,000,000, of which $350,000 is supported by signed
lease agreements. The projected rental income for the first year
of operation of the office building is $600,000, the second year
$750,000 and the third year $1,000,000. At the time of sale, the
amounts includible in the Exhibit C calculation would be com
puted as follows:

Year

Projected
Rental Income

1
2
3

$ 600,000
750,000
1,000,000

Safety
Factor Adjusted Projected
(33½%) Rental Income

$200,000
250,000
333,333

$400,000
500,000
666,667

.19 In the example, if at the time of sale there were signed
lease agreements in the amount of $450,000, then the $450,000
would be used in year 1 since it is greater than the adjusted pro
jected rental income. The adjusted projected rental income for
years 2 and 3 would remain $500,000 and $666,667, respectively.
AICPA Technical Practice Aids
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Sales of Condominiums

Question:
.20 Paragraph 60 of the Guide with respect to sales of con
dominium units states that “profit should not be recognized
. . . unless construction is beyond a preliminary stage, the buyer
is committed to the extent of being unable to require a refund,
sufficient units have already been sold to assure that the property
will not revert to rental property, and aggregate sales proceeds
can be estimated reasonably.” What do each of the above cri
teria for profit recognition mean?

Answer:
Construction Is Beyond a Preliminary Stage
.21 Actual construction of buildings usually must be pre
ceded by engineering and design work, execution of construc
tion contracts, site clearance and preparation, excavation and
completion of the building foundation. Ordinarily, if any one
of these required phases is incomplete, the work is not beyond
a preliminary stage.

The Buyer Is Committed to the Extent of Being
Unable to Require a Refund

.22 The buyer cannot have the right under the terms of the
agreement or by law to receive a refund, except for nondelivery
of the unit. Examples where a sales contract may not be binding
and therefore voidable may include but are not limited to the
following:
• Certain states require a minimum status of completion
of the project.
• Certain states require that a “Declaration of Condo
minimum” be filed. (In some states, however, the filing
of the declaration is a routine matter and the lack of
such filing may not make the sales contract voidable.)
• Some sales contracts include a provision that perma
nent financing at an acceptable cost must be available
to the buyer at the time of closing.
• Certain condominium units must be registered with
either the Office of Interstate Land Sales Registration
of the Department of Housing and Urban Development
or the Securities and Exchange Commission.
§ 10,100.20

Copyright © 1975, American Institute of Certified Public Accountants, Inc.

Questions Concerning Profit Recognition on
Sales of Real Estate

18,089

Sufficient Units Have Already Been Sold to Assure that the
Property Will Not Revert to Rental Property
.23 In determining whether or not this condition has been
met, the following should be considered:
• Economic conditions.
• Developer’s history.
• State laws may require that a specified percent of units
be sold.
• Sales contract may provide buyer with right of rescis
sion until a specified percent of units are sold.
• Seller may retain right to convert to rental basis.
• Construction loans may require that a specified percent
of units be sold before the lender will release any units.
• End loan financing commitments may provide that a
specified percent of units be sold before closing of any
sale.
.24 The Guide intended to preclude recognition of profit on
sales of condominium units which can later be rescinded because
the entire property reverts to a rental project. Technically, this
provision of the Guide may be satisfied when the number of units
sold meets the requirements of the state law (or relevant juris
diction), the condominium contract and the financing agreement,
so that such sales are not legally voidable either by the buyer
or the seller. Nevertheless, there is a presumption that at least
50% of the individual units should be sold before any profit is
recognized on the percentage of completion method. The reason
for this presumption is that profit attributed to units sold may
not be subject to reliable estimates until a substantial number
of units are sold, because of uncertainties concerning either the
ultimate number and sales value of units to be sold (see below)
or the costs to be incurred.

Aggregate Sales Proceeds Can Be Reasonably Estimated
.25 Consideration should be given to sales volume, trends of
unit prices, developer’s experience, geographical location and
environmental factors. Sometimes certain units in a condo
minium project are difficult to sell, indicating that the pricing
structure may not reflect realizable sales value. For example,
certain units may have been designed in a manner that does not
reflect changes in market demand, or certain units may not be
as desirable as others because of location or aesthetic factors.
In these cases, consideration should be given to the possibility
AICPA Technical Practice Aids
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that some of the remaining units may not be sold or may have
to be sold at substantially reduced prices.

APPLICABILITY OF THE GUIDE
Applicability to Companies Other Than Real Estate Companies
Question:
.26 Paragraph 3 states that the Guide was prepared to ap
praise accounting practices in the real estate industry. Are the
principles in the Guide applicable to manufacturing, distribution
and other companies which are not real estate companies?
Answer:
.27 Yes. The Guide was meant to apply to all sales of real
estate, except retail lot sales covered by the AICPA Industry
Accounting Guide, Accounting for Retail Land Sales, without
regard to the nature of the seller’s business.

Sale of Corporate Stock
Question:
.28 The Guide primarily covers the timing of profit recog
nition on real estate sales. Does the Guide apply to the sale of
corporate stock of a company with substantial real estate?
Answer:
.29 If the sale is in economic substance a sale of real estate,
provisions of the Guide would apply.

Sale of Partnership Interests
Question:
.30 The Guide contains provisions for the timing of profit
recognition if a person sells to a limited partnership in which
the seller is the general partner. Is the Guide applicable if a
person forms a partnership, arranges for the partnership to
acquire the property directly from third parties, and sells a por
tion of his interest in the partnership to persons who then become
limited partners?
Answer:
.31 The Guide is applicable. In particular see paragraphs 57
to 59 of the Guide with respect to partial sales.

Sale of an Option
Question:
.32 The Guide primarily covers the timing of profit recog
nition on real estate sales. Does the Guide apply to the sale of
options to purchase real estate ?
§ 10,100.26
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Answer:
.33 Yes. Sale of such an option is a sale of an interest in real
estate and, accordingly, the principles in the Guide apply.

.34 For purposes of evaluating the buyer’s commitment when
an option is sold by an option holder, the initial and continuing
investment by the buyer of the option (which would exclude
amounts which are subject to refund by the seller) should be
related to the total of the exercise price of the option and the
sales price of the option. For example, if the option is sold for
$150,000, ($50,000 cash and a $100,000 note) and the exercise
price is $500,000, the sales value against which the buyer’s down
payment and continuing investment is measured is $650,000. If
the buyer’s investment is inadequate, income may be recorded
on the cost recovery method to the extent non-refundable cash
proceeds exceed the seller’s cost of the option.
.35 Proceeds from the issuance of a real estate option by a
property owner should be accounted for as a deposit as set forth
under paragraph 35 of the Guide. It is not appropriate to recog
nize income before the option either expires or is exercised be
cause the sale of the option cannot be evaluated independently
from the sale of the real estate to which the option relates. If the
option is exercised, cash proceeds from the issuance of the option
should be accounted for as a down payment and included in sales
value.
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Section 10,110
Statement of Position 76-1
Accounting Practices in the Record and
Music Industry
[Recommendation to Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas New York, New York 10036 (212)575 6200

August 25, 1976

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
high Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations
of the Accounting Standards Division on Accounting Practices in
the Record and Music Industry.
It was prepared on behalf of the
Division by the Accounting Standards Task Force on Entertainment
Companies for consideration by the Financial Accounting Standards
Board and for such action as the Board deems appropriate.

The Statement discusses several areas where different accounting
practices exist in the record and music industry:
revenue recog
nition, inventory valuation, compensation of artists, costs of
record masters, licensor income and licensee cost, and intangible
assets acquired in a business combination.
The Statement's major recommendations are briefly summarized
below:
•

Manufacturers and distributors in the record and
music industry must be able to make a reasonable
estimate of returns in order to account for ship
ments to customers as sales.

•

The valuation of inventories in this industry
should be similar to that of any other manufac
turing concern and thus these inventories,
including returned records, should be carried at
the lower of cost or market.
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•

When the past performance of an artist provides
a reasonable basis for estimating that advances
to that artist and the cost of a record master
for that artist will be recoverable, such amounts
should be recorded as assets.

•

In most cases, licensors should record minimum
guarantees as deferred income to be amortized
ratably over the performance period.
However,
when a license agreement is, in substance, an
outright sale it should be accounted for as such.
Licensees should record minimum guarantees as
deferred charges to be expensed in accordance with
the terms of the agreement.

The Division would appreciate being advised as to the Board's
proposed action on the recommendations set forth in this State
ment of Position.
Sincerely yours,

Seymour M.

Bohrer
Chairman
Accounting Standards Task Force
on Entertainment Companies

cc:

Securities and Exchange Commission

AICPA Letter
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NOTES
Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body
of the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the develop
ment of accounting and reporting standards in directions the Division
believes are in the public interest. It is intended that they should
be considered, as deemed appropriate, by bodies having authority to
issue pronouncements on the subject. However, Statements of Position
do not establish standards enforceable under the Institute’s Code of
Professional Ethics.

ACCOUNTING PRACTICES IN THE
RECORD AND MUSIC INDUSTRY

GENERAL BACKGROUND
Record Manufacturing
General Description

.01 The record industry consists of numerous entities, from
small operations to substantial divisions of large companies.
It has certain unique characteristics. First, success in it de
pends to a large extent on acceptance by the public of the
creative efforts of third-party composers and performers. Since
such acceptance is frequently of very short duration, there is
a need for prompt saturation of the marketplace to maximize
revenues. (Classical and other music which has achieved
sustained public acceptance are exceptions to this general rule.)
Second, a relatively high portion of the manufacturer’s costs
consists of royalties or fees which are generally, but not always,
based on net sales.
.02 A record manufacturer normally enters into a con
tractual arrangement (a) with the artist (performer) and
possibly with a producer to record a given number of selections
over a specified period of time, or (b) with a production com
pany to deliver finished record masters of one or more artists.
The phonograph discs and tapes (hereinafter referred to col
lectively as “records”) are then manufactured and shipped for
ultimate sale to the customer. The manufacturer may own or
be affiliated with the pressing plant, the tape duplicator, the
distributor and the retailer, or with some or none of these.
AICPA Technical Practice Aids
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.03 The manufacturer will usually grant licenses for the
sale or distribution of its products to record clubs and other
direct mail operations and, for sales throughout the world, to
one or more companies active in the industry in foreign coun
tries. Again, the manufacturer may own or be affiliated with
all, some or none of the licensees.
The Record Master

.04 A performance is initially recorded on magnetic tape.
Usually, each musical instrument and voice is recorded sepa
rately and then re-recorded to emphasize or deemphasize each
sound in the final product. Such a process, called mixing, is
performed by an expert sound engineer to produce a master
tape, which is the “record master.” The record master, in turn,
is used to produce an acetate disc which is subsequently coated
with metal and used to produce the molds or stampers used in
commercial record production. In addition, the record master
is used to make other tapes from which commercial tape
cartridges, cassettes and reels may be produced.
.05 The costs of producing a record master include (1) cost
of the musical talent (musicians, vocal background and arrang
ing), (2) cost of the technical talent for engineering, directing
and mixing, (3) costs for the use of the equipment to record
and produce the master, and (4) studio facility charges.
Marketing

.06 Marketing in the record and music industry currently
includes the following levels of distribution:

• Manufacturers, as discussed above, contract with art
ists for the recording of selections, arrange and finance
the actual recording and provide for the pressing of
records and duplication of tapes or sheet music. Manu
facturers generally sell to distributors, wholesale
merchandisers and record clubs.
• Distributors usually sell the products of a limited
number of manufacturers to wholesale merchandisers,
record stores and other retail outlets.
• Wholesale merchandisers, sometimes called subdis
tributors or rack jobbers, function as service agencies
for the music departments of chain stores and other
retail outlets by supervising individual store in
§ 10,110.03
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ventories, selecting titles and labels, determining
quantities to be ordered, and sometimes developing
advertising and promotional programs. Wholesale
merchandisers usually sell the products of a variety
of manufacturers and the services they provide are
not normally offered by the distributor.
• Retail outlets purchase from the aforementioned sup
pliers and sell directly to the ultimate customer.
Retail outlets include record stores, the music depart
ments of chain and discount stores, and record clubs.
• Record clubs came into existence in the 1950’s and
serve as a direct line from the record manufacturer
to the ultimate customer. Record clubs, including
those operated by a manufacturer, commonly dis
tribute the records of more than one manufacturer
and normally offer a number of “free” records (records
given free of charge or at a nominal price) as an in
ducement to join, subject to the new member’s agree
ing to purchase a certain number of records at or
near retail list prices.
• Compilation records are normally manufactured from
masters embodying recordings of one or more artists
by one or more record manufacturers. They include
more than the usual number of selections per record,
are sold at prices below those charged for the original
records, and are generally offered through television
and radio advertising. The customer may purchase
the record through the mail or directly from a desig
nated retail outlet.
Recording Artist Contracts

.07 As stated previously, a record manufacturer employs
artists under personal service contracts. The major portion of
artist compensation consists of a participation (measured by
sales and license fee income and commonly referred to as a
“royalty”) and/or a non-refundable advance against royalties
based upon contractual terms negotiated between the parties.
The artist may agree to bear a portion or all of the costs of the
record master and the manufacturer may then recoup that
amount from artist royalties otherwise payable. The extent of
such arrangements depends on the relative bargaining strength
of each party. However, such advances and costs are generally
not recoupable from the artist if royalties do not cover them.
AICPA Technical Practice Aids
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.08 Generally, in connection with recordings made in the
United States, payments are also made to various union funds
under contractual arrangements which measure the obligation
on the basis of sales activity. Such payments are usually not
made with respect to recordings of foreign artists made in
studios outside the United States.

Music Publishing
General Description

.09 The music itself, as opposed to a given recording, is
normally controlled by a music publisher. Publishers are some
times controlled by a record manufacturer, but in many in
stances publishers are either affiliates of the artist/composer
or independent.
.10 The publisher normally obtains the rights to music from
composers with the objective of exploiting the music for its
maximum revenue. At one time, most music publishers were
small, independent entities. Lately, however, there have been
two trends: one toward merger with and ownership by record
manufacturers, the other toward ownership by composers, who
in many cases are recording artists as well.
.11 The publisher’s two prime sources of revenue are royal
ties from record companies and royalties from public per
formances for profit. Other sources include revenue from the
use of music in motion pictures and from the sale of sheet
music.
Royalties

.12 Copyright royalties to publishers are based on the U.S.
Copyright Law, but the requirements of the law are normally
modified by licenses issued by the publishers. By statute,
royalties to publishers are due monthly at $.02 per selection
based on quantities manufactured, whereas licenses often pro
vide for quarterly accountings at stipulated rates (which are
sometimes less than $.02) based on quantities sold. Substantial
changes in the Copyright Law have been suggested and a new
Act has been introduced in the last several sessions of Congress
which may, if enacted, materially affect royalties. If copy
rights have not been obtained or have expired, the music is in
the public domain and no royalties are payable.
.13 Music publishers are normally affiliated with a collection
society for collection of public performance revenue, either

§ 10,110.08
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ASCAP (American Society of Composers, Authors and Pub
lishers) or BMI (Broadcast Music, Inc.). These societies collect
from television and radio stations, the primary source of public
performance revenue, as well as from other sources, such as
live performances. Stations may supply these societies with
broadcasting logs and may be monitored on a test basis. By
formula and allocation, the societies determine revenue for
each selection and normally pay both publishers and composers
their shares directly.
.14 Music publishers in most instances have another orga
nization act as their agent for licensing record companies and
other users, collecting royalties and verifying the accuracy of
the royalties paid. Publishers may sell their own sheet music
or may license others to do so for a royalty.
.15 Foreign income arises from the same sources (broad
casting, live performances, sheet music, etc.). However, U.S.
publishers normally grant foreign publishers exclusive rights
in specific territories for varying percentages of the revenue
earned in the territory.
.16 The music publishers, in turn, normally pay composers
a share of the royalty receipts (excluding performance income
which is usually paid directly by the collection society) and a
flat rate per unit in the case of sheet music.

REVENUE RECOGNITION
Industry Practice
.17 The timing of revenue recognition and the determination
of the amount of revenue to be reported for a given period of
time can be an accounting problem because of the right of
return that normally accompanies sales in the record and music
industry.1 These return rights can vary from unlimited to a
percentage of sales, or may be in the form of exchange priv
ileges which permit the customer to receive other records for
those returned. Regardless of the form of arrangement between
supplier and customer, sales are generally made with the right
of return or exchange, subject to time limits that the manu
facturer may establish, such as when the specific record is
deleted from its catalog. These return or exchange practices
have been established by manufacturers to induce customers to
1 Although the discussion which follows deals solely with records,
similar practices and problems are found in the printed music industry;
see paragraphs .52 and .53.
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carry larger inventories than they might otherwise maintain
in an industry subject to volatile swings in consumer prefer
ences. In addition, when a manufacturer changes a distributor,
it is customary to permit the former distributor to return all of
the manufacturer’s records for credit.
.18 It is the predominent practice in the industry to record
sales when inventory is shipped and where the customer is
obligated to pay for the merchandise in accordance with normal
trade terms.
.19 Some manufacturers discount the price of records by
including a number of “free” records in certain shipments.
Credits issued for returned records give recognition to such
“free” records either by using the average selling price or by
reducing the total units returned in proportion to the number of
“free” records included in the original shipment.
.20 Because of the return or exchange privilege, manufac
turers and distributors usually make a provision in their finan
cial statements for the anticipated return of records from
current and prior sales. The resultant allowance for returns
is usually combined with the allowance for doubtful accounts
and deducted from trade receivables in the balance sheet. In
the income statement, the provision for returns is generally
netted against gross sales recorded for the period, but is some
times classified as “sales returns and allowances.” However, in
some cases the sales transaction is reversed and an inventory
is established. In other cases a liability is accrued for the
return privilege. The determination of the amount of antici
pated returns is based on many factors, including historical
experience, popularity of the music recorded, success of the
recording artists, marketing techniques, etc.
.21 Some manufacturers and distributors (who have return
privileges with manufacturers) do not provide in their financial
statements for return privileges granted to their customers and
recognize losses, if any, arising from returns only when they
are incurred.

The Division’s Conclusion
.22 The question of revenue recognition when right of return
exists has been discussed in Statement of Position No. 75-1
[section 10,050] of the Accounting Standards Division of the
AICPA. That Statement holds that “. . . if a seller is exposed
to the risks of ownership through return of the property, the

§ 10,110.18
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transaction should not be recognized currently as a sale unless
all of certain specified conditions are met.” These conditions
and their applicability to the record and music industry are
discussed below:
“(1) The seller’s price to the buyer is substantially fixed or
determinable at the date of exchange.”
Sales prices are normally fixed at the date of exchange in
the record and music industry.

“(2) Either the buyer has made full payment, or the buyer is
indebted to the seller and payment is not contractually or
implicitly excused until such time as the product is resold.”
Payment for merchandise in the record and music industry
is usually required within thirty days under the terms of
sale, or, in the case of deferred billing, within sixty to
ninety days of shipment.

“(3) The buyer’s obligation to the seller would not be changed
in the event of theft or physical destruction or damage of the
property.”

The risk of loss with respect to record and music mer
chandise is transferred to the buyer under usual trade
practices upon transfer of physical possession of the
merchandise.
“(4) The buyer acquiring for resale has economic substance
apart from that provided by the seller; that is, the buyer is not
a straw party or a conduit.”
It would not be common to find a buyer who is a straw
party or a conduit in the record and music industry.
“(5) The seller does not have significant obligations for future
performance to bring about resale of the property by the buyer.”

The seller would not normally undertake obligations to
bring about resale of the property by the buyer in this
industry.
“(6) The amount of future returns can be predicted.”

Predicting the amount of future returns in the record and
music industry can be difficult, as indicated below.

.23 Although each of the conditions listed above must be
met and the usual conditions for recording sales not involving
the right of return must also be satisfied, the sixth condition
is usually the most troublesome.

.24 The Statement of Position acknowledges that the “abil
ity to make a reasonable prediction of the amount of future
returns is dependent on the existence of many factors,” and
AICPA Technical Practice Aids
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that “only general guidelines can be established.” It lists five
factors which “would appear to impair the ability to make a
reasonable prediction,” all of which must be considered; how
ever, the factor that requires the most consideration in the
record and music industry is the following:
“Absence of historical experience with similar types of sales of
similar types of property, or inability to apply such experience
because of changing circumstances.”

.25 Rates of return in the record and music industry vary
from company to company and from year to year and very
little information is published regarding returns. High volume
and reasonably stable rates of return have enabled many estab
lished companies to make a reasonable estimate of returns on
the basis of their own historical and forecasting experience.
However, companies expanding to a different type of music
(classical, jazz, rock, etc.) and companies engaging a large
number of unproven artists, among others, may not possess
sufficient experience of their own on which to make a reason
able estimate of future returns. In those instances, or where a
company is new and has no historical experience, reference to
the experience of other enterprises, if such experience is appli
cable and obtained in sufficient detail, may provide useful
information in determining a reasonable estimate of returns.

.26 The Division believes that manufacturers and distrib
utors in the record and music industry must be able to make a
reasonable estimate of returns in order to account for shipments
to customers as sales. This conclusion is consistent with the
provisions of paragraph 23 of FASB Statement No. 5 with
respect to uncollectible receivables.
.27 Certain types of music may be susceptible to dramatic
swings in popularity; artists may have no prior experience and
uncertain futures; the market for certain types of music may
be monopolized by a few artists; distribution channels may be
narrow and promotional endeavors limited; and the quantity of
returns may be large when a manufacturer changes a dis
tributor. All of these conditions create difficulty in making a
reasonable estimate of the amount of future returns. When
the presence of such conditions precludes a manufacturer or
distributor from making a reasonable estimate of the amount
of future returns, the transaction should not be recognized
currently as sales. Transactions for which sales recognition is
§ 10,110.25
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postponed should be recognized as sales when the return
privilege has substantially expired.
.28 As required by Statement of Position No. 75-1 [section
10,050] amounts of sales revenues and cost of sales reported in
the income statement should exclude the portion for which re
turns are expected and, because sales returns are a significant
factor in determining the results of operations in the record and
music industry, the amount of gross sales and the related ac
counting policies should be disclosed.

INVENTORY VALUATION
Industry Practice
.29 Inventory valuation in the record and music industry is
difficult because of the severe obsolescence problem resulting
from changing consumer tastes and return or exchange prac
tices. This problem is even more pronounced when the inven
tory valuation of returned records is being determined. For
this reason, some companies assign no value to returned records.
Others carry them at estimated salvage value, cost, or the lower
of cost or market. The valuation policy may depend on whether
the records are singles, LP albums or tapes. In addition, the
determination of market value is complicated by the existence
of two markets: one for the resale of records on a marked-down
basis, and another for the scrap value of the physical com
ponents.

The Division’s Conclusion
.30 The valuation of inventories in this industry should be
similar to that of any other manufacturing concern. Inven
tories should be carried at the lower of cost or market.2 In
ventories of salable records and inventories of records to be
scrapped should be separately valued. The market value of
records to be scrapped should be their expected net salvage
value. Although manufacturing cost is usually minor relative
to the selling price of most records, cost may exceed market
value when drastic reductions to selling price have been made.

COMPENSATION OF ARTISTS
Industry Practice
.31 As noted elsewhere in this Statement, artists are usually
compensated on a royalty basis; the royalty provisions are set
2 See ARB No. 43, Chapter 4, for guidance.
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forth in the artist’s contract and may vary substantially among
artists, since they depend on the artist’s bargaining power.
.32 Generally, the total amount of royalty accrued (adjusted
for anticipated returns) is charged to expense in the period in
which the sale of the record takes place. However, the account
ing for advances paid to artists which are recoupable (recover
able) out of future royalties is not consistent among companies.
The common alternatives are summarized below:
(1) The advance is recorded as an asset with subsequent royal
ties earned offset against it until the advance has been fully
recovered or determined to be unrecoverable. Some believe
this method achieves the best matching of revenue and
expense.
(2) The advance is recorded as an asset but expensed when the
record is released. Some believe this is a practical method
to achieve a reasonable matching of revenue and expense,
since the bulk of record revenues are received in a relatively
short period of time.
(3) The advance is recorded as expense when paid by those
who emphasize the difficulty of predicting the sales and
returns of a particular record.
(4) The advance is included as part of inventory cost by those
who believe that such advances are another element of the
cost of producing a record and should be amortized on the
same basis as any other recording cost.

The Division’s Conclusion

.33 The Division believes that advances should be recorded
as an asset (a prepaid royalty, current or noncurrent, as appro
priate) when the past performance of the artist to whom the
advance is made provides a reasonable basis for estimating that
it will be recouped (recovered from future royalties). The ad
vance should be charged to income as subsequent royalties are
earned by the artist. However, it is a generally accepted ac
counting principle that losses should be provided for when they
become evident. Therefore, as soon as it is estimated that all
or a portion of the unrecouped advance will not be recovered
from future royalties earned by the artist, that portion of the
advance should be charged to expense.
.34 Management should evaluate the artist’s past perform
ance, the success of the particular release, market trends, con
tractual or other arrangements, and other pertinent information
in determining whether the advance is recoverable. The right
§ 10,110.32
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to recoup advances from a number of records of an artist may
complicate the recoverability determination. However, failure to
recover a proportionate amount of the advances from royalties
payable on each release would normally establish a presumption
that at least a portion of the advance should be written off.
.35 Commitments for artist advances payable in future years
and future royalty guarantees should now be disclosed in a note
to the financial statements, if material, and evaluated currently
to determine if a loss provision is required.
.36 Inasmuch as artist royalties, as well as copyright and
other royalties, are generally a significant cost, a careful review
of the contracts and possible interpretations thereof is essential
to a determination of an appropriate accrual.
COSTS OF RECORD MASTERS

Industry Practice

.37 Under the standard type of artist contract, the cost of
producing a record master can be separated into costs borne by
the record company and costs recoverable from artists out of
designated royalties earned. Typically, the stronger party to
the contract bears a lesser portion of the costs; the more success
ful artists often do not bear any of the costs of record masters.
On the other hand, recoupment of costs recoverable from the
artist is usually not limited to royalties on a specific record.
.38 The portion of the costs of a record master recoverable
from artists is accounted for as a royalty advance using one of
the methods discussed in the section on “Compensation of
Artists.”

.39 Several methods are employed to account for record
master costs borne by the record company:
(1) Record the cost of the record master as an asset and
amortize it on the income forecast method. Advocates
of this approach believe that it achieves an appropriate
matching of income and expense.
(2) Defer the cost of the record master and charge it to
expense in the period of the record’s initial release. Sup
porters of this approach believe that it is a practical
method to achieve a reasonable matching of revenues and
expense. Since the bulk of record revenues are derived
within the first six months of release, they believe this
method matches costs with revenues unless the release
is near the end of an accounting period.
AICPA Technical Practice Aids
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(3) Expense the cost of the record master when incurred.
Those who believe this approach is appropriate point out
the difficulty of predicting the sales of a particular record.
(4) Include the cost of the record master as part of inventory
cost. Those who prefer this alternative believe that the
cost of a record master is another element of the cost of
producing a record and should be amortized on the same
basis as any other recording cost.

The Division’s Conclusion
.40 The Division believes that when the past performance of
an artist provides a reasonable basis for estimating that the cost
of a record master borne by the record company will be recov
ered from future sales, that cost should be recorded as an asset
and, when material, that asset should be separately disclosed.
The cost of record masters should be amortized using a method
that reasonably relates the cost of the record master to the net
revenue expected to be realized. The Division believes that
records, other than those of classical and other music which has
achieved sustained public acceptance, have a very short life
and costs relating thereto should be amortized accordingly. The
portion of the costs recoverable from the artist’s royalties
should be accounted for as discussed in the preceding section on
“Compensation of Artists.”

LICENSOR INCOME AND LICENSEE COST
Industry Practice
.41 As noted in a previous section of this Statement, sub
stantial revenues may be realized by the owner of a record
master or copyright by licensing it to third parties. Minimum
guarantees are usually paid in advance by the licensee. Ad
ditional payments are normally required if license fees based on
actual sales exceed the minimum guarantee.
Licensors treat such guarantees as either:
(1) Revenue when received.
(2) An advance, allocated ratably over the period covered
by the guarantee.
(3) Revenue to the extent of the portion earned during the
reporting period, reflecting unearned balances, if any,
as income at the expiration of the period covered by
the license agreement.

.42 Licensees treat minimum guarantees as costs using simi
lar methods.
§ 10,110.40
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.43 When no minimum guarantee is received, or when actual
license fees exceed the minimum guarantee, revenue is not
normally recognized by the licensor until an accounting is re
ceived from the licensee.
.44 In certain situations, other fees may be required under
the license agreement. For example, further payments may be
required from a record club if it ships “free” records in a quan
tity which exceeds a specified percentage of sales of the licen
sor’s records over the term of the agreement. Such fees have
generally been recorded as revenue by the licensor and as ex
pense by the licensee upon expiration of the agreement.

The Division’s Conclusion
.45 The Division believes that in most cases licensors should
record minimum guarantees as deferred income to be amortized
ratably over the performance period, which is generally the
period covered by the license agreement. License agreements
for the use of records and music (unlike those, for example, for
television exhibition of motion picture films) normally do not
specify the total amount of the license fee. Also, the licensor
normally has an obligation to furnish music or record masters
during the license period. Ratable amortization is appropriate
because in many cases it is impossible for the licensor to ascer
tain whether the actual amount of license income earned under
the terms of the agreement exceeds a ratable portion of the
minimum guarantee. (This is particularly true with respect to
foreign licensees, who frequently do not render accountings on a
timely basis.) However, when the licensor can determine that
license fees earned under the agreement exceed a ratable portion
of the minimum guarantee, it is appropriate to record that
greater amount in income.
.46 In some cases, however, a license agreement may, in sub
stance, be an outright sale. When the licensor has signed a
noncancellable contract, has agreed to a specified fee, has de
livered the rights to the licensee who is free to exercise them,
and has no remaining significant obligations to furnish music or
records, the earnings process is complete and the fee may be
recorded as revenue when collectibility of the full fee is reason
ably assured. In such circumstances, neither the licensee’s use
of the rights transferred nor the passage of time during the
license period has any significance in relation to the recognition
of revenue by the licensor.
AICPA Technical Practice Aids
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.47 The licensee should record minimum guarantees as a
deferred charge which should be expensed in accordance with
the terms of the agreement. However, as soon as it is estimated
that all or a portion of the minimum guarantee will not be re
covered through future use of the rights obtained under the
license, that portion of the minimum guarantee should be
charged to expense.
.48 The Division believes the licensor should not recognize
in revenue the other fees (e. g., those for excess “free” records)
discussed previously under “Industry Practice” until the agree
ment has expired and the amount is fixed and determinable.
Prior to the expiration date of the agreement, the licensor
normally would have no information as to the number of “free”
records distributed. In addition, an estimate of income based on
such information, if available, would be contingent on future
events. However, the licensee should provide for such expenses
on a license-by-license basis for each period covered by the
respective financial statements.
.49 Appropriate consideration should be given to matching
artist royalties and other costs to recognition of revenue from
licensees.
INTANGIBLE ASSETS ACQUIRED IN A BUSINESS
COMBINATION

.50 The acquisition of a record manufacturer or music pub
lisher in a business combination accounted for as a purchase
normally entails, among other things, the acquisition of various
intangible rights and assets such as record masters, unexpired
artist contracts and copyrights. These rights and assets are
normally specifically identifiable and have determinable lives
and, therefore, should be recorded in accordance with APB
Opinion No. 17, paragraphs 24 to 26.
.51 An allocation of the purchase price should be made for
financial statement purposes in accordance with APB Opinion
No. 16, paragraph 68, based on fair value. (Experience indi
cates that in many cases no material amount of goodwill results
from such allocations.) Appropriate amortization over the
useful life (as opposed to the legal life) of each such type of
asset should be provided. The benefits expected to be received
from such intangible assets may follow an irregular pattern
during the estimated lives of those assets. When this is the
case, the Division believes that a method of amortization that
§ 10,110.47
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reasonably relates the cost of such assets to the net revenue
(benefits) expected to be realized is more appropriate than the
straight-line method.

MUSIC PUBLISHERS
.52 The problems, practices and recommendations discussed
elsewhere in this Statement are applicable to music publishers,
where appropriate.
.53 However, the Division recognizes that all or substan
tially all of a music publisher’s revenues are from licensees. The
determination of revenue may be difficult since reports from
licensees, particularly those in foreign countries, are often de
layed. The Division believes that revenue for a period should
include reasonable estimates of revenue from each material
license for the full period.
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[Recommendation to the Financial Accounting Standards Board]
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American Institute of Certified Public Accountants
1211 Avenue of the Americas New York, New York 10036 (212) 575 6200

August 25, 1976

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations of
the Accounting Standards Division on Accounting for Origination
Costs and Loan and Commitment Fees in the Mortgage Banking Industry.
It was prepared on behalf of the Division by the Accounting Standards Executive Committee for consideration by the Financial
Accounting Standards Board and for such action as the Board deems
appropriate.
The accounting principles recommended herein are appli
cable to mortgage banking companies and to divisions of commercial
banks and other financial institutions that originate and service
loans for other than their own account.
The Statement takes the position that the deferral of any costs of
originating mortgage loans in-house (including warehousing and/or
marketing costs) should no longer be considered acceptable.
How
ever, a portion of the purchase price of certain bulk purchases
should be deferred as the cost of the right to receive future ser
vicing revenue.
The cost equivalent to one month's interest incurred
upon issuance of GNMA securities using the internal reserve method
should also be deferred.
In each of these cases, according to the
Statement, the aggregate amount deferred should not exceed the pre
sent value of the amount of future servicing revenue reduced by the
present value of expected servicing costs.
It is suggested that it
is more appropriate to amortize such deferred costs in proportion to
the estimated net servicing income from the related mortgage loans.
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A mortgage banker can also obtain contractual rights to receive
future servicing revenue by acquiring other mortgage banking compa
nies or by acquiring selected servicing contracts.
The Statement
discusses the appropriate accounting in these circumstances.
The Statement also identifies several different types of loan and
commitment fees and suggests appropriate accounting for such fees.
In general, these recommendations defer income recognition to a
greater extent than is usual in present practice.

The Division would appreciate being advised as to the Board’s pro
posed action on the recommendations set forth in this Statement
of Position.
Sincerely yours,

Chairman
Accounting Standards Division

cc:

Securities and Exchange Commission

AICPA Letter
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NOTES
Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of
financial accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the develop
ment of accounting and reporting standards in directions the Division
believes are in the public interest. It is intended that they should be
considered, as deemed appropriate, by bodies having authority to issue
pronouncements on the subject. However, Statements of Position do
not establish standards enforceable under the Institute’s Code of
Professional Ethics.

ACCOUNTING FOR ORIGINATION COSTS AND LOAN
AND COMMITMENT FEES IN THE MORTGAGE
BANKING INDUSTRY

INTRODUCTION

.01 The Accounting Standards Division of the American
Institute of Certified Public Accountants issued a Statement of
Position on Accounting Practices in the Mortgage Banking
Industry on December 30,1974 (Statement of Position No. 74-12
[section 10,040]) outlining the Division’s position on mortgage
banker accounting for inventory of permanent mortgage loans
held for sale and certain other accounting matters. The Divi
sion has also noted that mortgage bankers use a variety of
practices to account for loan origination costs and loan and
commitment fees and believes that it is desirable to narrow the
range of those practices.

.02 The Division’s recommendations with respect to account
ing for origination costs and loan and commitment fees, as set
forth herein, are applicable to financial statements of mortgage
bankers that are intended to present financial position, results
of operations or changes in financial position in conformity
with generally accepted accounting principles. In addition,
certain commercial banks and other financial institutions have
divisions which conduct operations that are very similar to
those performed by mortgage bankers; when such divisions
originate and service loans for other than their own account,
the accounting principles recommended in this Statement should
be followed.
AICPA Technical Practice Aids
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MORTGAGE BANKING OPERATIONS
.03 Mortgage bankers originate, market and service real
estate mortgage loans by bringing potential borrowers and in
vestors together. They originate real estate mortgage loans in
order to increase their servicing portfolio and the related servic
ing income. Many mortgage bankers engage in other related
operations, including insurance brokerage, property manage
ment, real estate development and sales, management of real
estate investment trusts, joint venture investments, and con
struction lending for residential and commercial development.
Mortgage bankers acquire mortgage loans for sale to permanent
investors from a variety of sources, including applications re
ceived directly from borrowers (in-house originations), pur
chases from realtors and brokers, purchases from investors and
conversions of various forms of interim and construction financ
ing. The mortgage loans are sold to a variety of permanent
investors, including insurance companies, pension funds, sav
ings banks, the Federal National Mortgage Association
(FNMA), and since 1970 have been placed in trusts to collater
alize Mortgage Backed Securities (MBS) guaranteed by the
Government National Mortgage Association (GNMA).

.04 Mortgage bankers often originate permanent residential
loans (one to four family dwellings) without specific commit
ments from permanent investors to purchase such loans. Since
the amount of a typical residential loan is relatively small, mort
gage bankers normally obtain block commitments from in
vestors for large dollar amounts of residential loans meeting
broad general criteria. However, permanent commercial loans
are usually large in amount and require careful underwriting
and, normally, mortgage bankers will not issue commitments for
commercial loans without first obtaining investors’ commit
ments to purchase the specific loans.
.05 Many mortgage bankers solicit land acquisition, develop
ment, and construction loans. Mortgage bankers became active
in such lending in order to increase their volume of originations
of real estate mortgage loans and many, because of the rela
tively high interest rates associated with such loans, found this
activity profitable. These loans generally require the borrower
to repay the loan at or shortly after completion of development
or construction and, consequently, are usually relatively short
term, seldom exceeding three years.
§ 10,120.03
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.06 Mortgage bankers usually retain the right to service the
permanent loans which they originate and sell to investors. The
loans being serviced are called a loan servicing portfolio. Loan
servicing includes, among other functions, collecting monthly
mortgagor payments; forwarding payments and related ac
counting reports to investors; collecting escrow deposits for the
payment of mortgagor property taxes and insurance; and pay
ing taxes and insurance from escrow funds when due. The
mortgage banker receives a servicing fee, usually based on a
percentage of the outstanding principal balance of the loan, for
performing these servicing functions. When servicing fees
exceed the costs of performing servicing functions the existing
contractual rights associated with a servicing portfolio have an
economic value, and portions or all of such servicing portfolios
have frequently been purchased and sold.
.07 Mortgage bankers have traditionally sold their origi
nated loans individually or in relatively small blocks to a
variety of different investors. Recently, however, a growing
volume of mortgages have been placed in trusts to collateralize
mortgage-backed securities guaranteed by GNMA. Payments
to GNMA security holders are made on either the concurrent
dates (15 day) method or the internal reserve (45 day) method.
When mortgage bankers use the internal reserve method, a cost
equivalent to one month’s interest, which may be partially re
covered in future periods, is incurred upon issuance of the se
curity. There is no such cost associated with securities issued
under the concurrent dates method.
ORIGINATION COSTS
Background

.08 Costs of originating mortgage loans in-house include (1)
direct personnel expenses, (2) other direct costs, and (3) gen
eral and administrative expenses such as occupancy, equipment
rental, etc. Mortgage bankers may incur expenses at both home
office and branch locations for the purpose of originating loans.
Certain of these expenses, such as commissions paid to loan
originators, may vary proportionately with origination activity,
while other expenses may be more fixed in nature. Some mort
gage bankers have indicated that origination fees are adequate
to cover direct origination costs; others, particularly those who
believe general and administrative and certain other expenses
AICPA Technical Practice Aids
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should be allocated to origination activities, disagree. Identifi
cation of the costs of originating specific loans is difficult, and
many mortgage bankers do not believe it is necessary to main
tain the records required to identify such specific loan costs.

.09 Many mortgage bankers, however, have incurred in
house origination costs in excess of the revenue derived from
their origination operations. They originate such loans in
order to obtain the increase in servicing revenue resulting from
selling the loans to investors while retaining the loans in their
servicing portfolio.

.10 Mortgage bankers, in addition to originating mortgage
loans in-house, use other methods to increase their servicing
portfolios. One method is to acquire, from other companies,
existing contractual rights to service specific mortgage loans for
investors. This has been accomplished both by acquiring se
lected servicing contracts and by acquiring other mortgage
banking companies. A portion or all of the price has often been
allocated both to the right to receive future servicing revenue
and to the relationship with new investors, to whom the mort
gage banker may more readily sell future mortgage loans be
cause of the servicing relationship. The amortization of the
amount allocated to the right to receive future servicing revenue
is deductible for income tax purposes while the amount allo
cated to the relationship with new investors is not.
.11 Another method used to increase servicing portfolios is
to make bulk purchases of mortgage loans from governmental
agencies, particularly GNMA, and from FNMA and other mort
gage companies. Some of these bulk purchases are made only
after contracts for sale of the related mortgage-backed security
or of the mortgage loans themselves have been negotiated by the
mortgage banker with permanent investors. Others are made
on a “market risk” basis; that is, the loans are marketed on the
same basis as loans originated in-house. Mortgage bankers
may enter into these transactions even when they estimate that
the costs of the mortgage loans will exceed the subsequent sell
ing prices in order to obtain the future servicing revenue. Such
bulk purchases have been fairly rare. However, many mortgage
bankers expect GNMA and FNMA to continue to conduct auc
tions of their mortgages and, therefore, mortgage bankers may
make more purchases from FNMA and governmental agencies
in the future.
§ 10,120.09
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Costs of Originating Mortgage Loans In-House
Current Industry Practice

.12 Under present practices followed by most mortgage
bankers for both financial reporting and income tax purposes,
all revenue and costs associated with the origination of mort
gage loans in-house are reflected in current operations; how
ever, a few companies have begun to defer some of these costs
on the basis that such costs were incurred to obtain the related
future servicing revenue. The components of origination costs
deferred vary from company to company. Some companies
consider the origination function completed once a loan is
funded by the mortgage banker, while others also include the
income and costs associated with the warehousing and/or
marketing functions in deferred origination costs.
The Division’s Position

.13 In view of (1) the long-standing practice followed by
mortgage bankers of expensing costs of originating mortgage
loans in-house as incurred, (2) the fact that mortgage bankers
receive origination fees as at least partial reimbursement of
in-house origination costs, (3) the difficulty in identifying the
costs of originating specific loans, and (4) the practice followed
by other industries with similar activities (costs are reflected
in current operations), the Division believes that the deferral
of any costs of originating mortgage loans in-house (including
warehousing and/or marketing costs) should no longer be con
sidered acceptable.

Bulk Purchases and Sales of Mortgage Loans
Current Industry Practice

.14 Generally, the revenues and costs associated with the
purchase and sale of mortgage loans have been recorded in
current operations by mortgage bankers. However, because of
the large dollar amounts and because of the similarities to the
purchase of servicing contracts (see paragraphs .10 and .18 to
.24), many mortgage bankers have treated a portion of the pur
chase price of bulk purchases of mortgage loans from govern
mental agencies, particularly GNMA, and from FNMA and
other mortgage companies as the cost of acquiring rights to
receive future servicing revenue and have deferred such
amounts. The portion of the purchase price allocated to these
rights has usually been the difference between the total pur
AICPA Technical Practice Aids
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chase price, including any transfer fees, and either the eventual
sales price of the loans or the market value of the loans at the
date of purchase. Some mortgage bankers have also deferred
processing costs associated with purchasing and selling the
loans and any interest spread between the loan rate and their
borrowing rate for warehousing the loans during their holding
period. All amounts deferred have been amortized to future
operations.
The Division’s Position

.15 The Division believes that a portion of the purchase
price of certain bulk purchases (usually only purchases from
FNMA and GNMA and other governmental agencies) should be
deferred as the cost of acquiring rights to receive future servic
ing revenue associated with the purchased loans when the
mortgage banker retains the right to service such loans. The
amount deferred should not exceed the excess of the purchase
price of the loans, including any transfer fees paid, over the
market value of the loans at the date of purchase,1 subject to
the following limitations and conditions:
(a) At the time the transaction is initiated, there should exist
a definitive plan for the sale of the mortgage loans or
related mortgage-backed securities. This plan should include
estimates of purchase price and selling price with reason
able support for such estimates. A definitive plan is deemed
to exist when the mortgage banker (1) has, previous to the
date of the bulk purchase, obtained commitments from
permanent investors to purchase the mortgage loans or
mortgage-backed securities or (2) enters into a commitment
within a reasonable period of time (usually not more than
thirty days after the date of the bulk purchase) to sell the
mortgage loans or mortgage-backed securities to an investor
or underwriter.
(b) The amount deferred should be reduced by any excess of
the final sales price to the permanent investor over the
market value of the loans at the date of the bulk purchase.
The purpose of this requirement is to preclude the deferral
of any amount recovered at the date of sale through the
sales price.
(c) No costs associated with the transactions other than those
identified above (excess of purchase price, including transfer
fees, over market value as defined) should be deferred.
Therefore, interest, salary, and general and administrative
expenses, for example, should specifically not be deferred.

1 See the Division’s Statement of Position No. 74-12 [section
10,040] for guidelines as to the computation of market value.
§ 1 0,1 20.1 5
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(d) The amount deferred should not exceed the present value
of the amount of net future servicing income, determined
in accordance with the provisions of paragraph .25.
(e) No amounts arising from transactions with other mortgage
bankers should be deferred unless such purchases from
other mortgage bankers are rare and unusual and not in
the ordinary course of business. The purpose of this require
ment is to preclude the capitalization, through such trans
actions, of in-house origination costs that should be
charged to current operations.

Cost Incurred Upon Issuance of Certain
GNMA Mortgage-Backed Securities
Current Industry Practice

.16 The cost equivalent to one month’s interest incurred
upon issuance of GNMA securities using the internal reserve
method has been expensed by some companies. It has been
deferred and amortized by others, on the basis that this cost
was incurred to secure future mortgage servicing revenue
and might be partially recovered in future periods.
The Division’s Position

.17 The Division believes that the one month’s interest cost
incurred upon issuance of GNMA securities using the internal
reserve method should be deferred and amortized. The aggre
gate amount deferred (including amounts deferred under other
provisions of this Statement of Position) should not exceed
the present value of the future net servicing income as deter
mined in accordance with the recommendations in paragraph .25.

Costs of Purchasing Existing Contractual
Rights to Service Mortgage Loans
Current Industry Practice

.18 As discussed in paragraph .10, a mortgage banker may
acquire contractual rights to service mortgage loans (i.e., the
right to receive future servicing revenue) from other mortgage
bankers by acquiring selected servicing contracts or by acquir
ing the assets or the outstanding stock of the selling company.
APB Opinions No. 16 and No. 17 provide guidance as to the
appropriate accounting for the costs of the intangible assets
resulting from the acquisition of such contractual rights, both
those acquired separately and those acquired in connection
with a business combination. The costs have often been alloAICPA Technical Practice Aids
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eated both to the right to receive future servicing revenue and
to the relationship with new investors; such costs have been
deferred and amortized to operations over future periods. In
business combinations, amounts may also be recorded as
goodwill.
.19 The costs allocated to the right to receive future servic
ing revenue have usually been calculated based upon at least
some of the factors mentioned in paragraph .25. The amounts
deferred have generally been amortized over the estimated
remaining lives of the loans. Costs allocated to the relationship
with new investors have usually been amortized over a fortyyear period, in conformity with APB Opinion No. 17, since
they were presumed to have an indeterminate life.
.20 Amounts recorded as goodwill in connection with busi
ness combinations initiated after October 31, 1970, have been
accounted for in conformity with APB Opinions No. 16 and
No. 17.
The Division’s Position

.21 APB Opinions No. 16 and No. 17 provide guidelines for
accounting for business combinations and for intangible assets;
it is not the intention of this Statement of Position to modify
the provisions of those Opinions.
Servicing Contracts Acquired
in a Business Combination

.22 The Division believes that the right to receive future
servicing revenue is an intangible asset of the type discussed
in APB Opinion No. 17 and that an allocation of the purchase
price to that right is appropriate. In no event, however, should
the amount allocated to such a right exceed the present value
of the future net servicing income, calculated in accordance
with the recommendations in paragraph .25.
.23 When the purchase price includes amounts paid for
other intangible assets, those assets should be accounted for in
accordance with the applicable provisions of APB Opinions
No. 16 and No. 17. One such asset might be a relationship with
a new investor. The Division believes, however, that the value
of such a relationship in the mortgage banking industry usually
cannot be determined, for the following reasons. Although a
relationship with a new investor may facilitate future sales to
that investor, generally that new investor makes no specific
commitment to purchase additional loans from the mortgage
§ 10,120.19
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banker and the mortgage banker is not assured of any future
sales. Absent such sales, the relationship has, of course, no
value. Furthermore, even when the investor agrees to an
exclusive territorial relationship with the mortgage banker, the
Division believes it is usually not possible to make a reasonable
estimate of the volume or price of future loan originations and
the amount of the related future servicing revenue.
Servicing Contracts Acquired
In Other Circumstances

.24 When contractual rights to service mortgage loans are
acquired other than by a business combination, the Division
believes that an allocation of the purchase price should first
be made to the right to receive future servicing revenue. This
amount should not exceed the present value of the future net
servicing income, calculated in accordance with the recom
mendations in paragraph .25. Any excess of the purchase price
over the amount allocated to the right to receive future servic
ing revenue should be accounted for in accordance with the
applicable provisions of APB Opinion No. 17.
Limitation on Amounts to be Deferred

.25 Amounts deferred in accordance with paragraphs .15,
.17, .22 and .24 that are associated with the right to receive
future servicing revenue should not exceed the present value
of the amount of future servicing revenue reduced by the
present value of expected servicing costs. The estimates of
future servicing revenue should include probable late charges
and other ancillary income. Servicing costs should include
direct costs associated with performing the servicing functions
associated with the acquired contractual rights and appropriate
allocations of other costs.2 The rate used to calculate the present
value should be an appropriate current interest rate.3
2 Reference should be made to the Mortgage Bankers Association
of America, Inc., suggested chart of accounts for guidance as to the
types of revenues and costs to be included. In this connection, the
Division believes that servicing costs may be calculated on an incre
mental cost basis.
3 The use of an appropriate current interest rate is in accordance
with APB Opinion No. 16, paragraph 88. Since servicing income will
be recognized over a period of several years, the Division believes that
a long-term rate is the most appropriate interest rate to use in cal
culating the present value of such servicing income.
AICPA Technical Practice Aids
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Amortization of Deferred Costs
Current Industry Practice

.26 The two methods currently used for amortizing deferred
costs associated with future servicing revenue are the straightline and the accelerated methods. Although servicing revenue
(other than late charges and certain other related ancillary in
come) is generally reflected in operations based on a fixed per
centage of the unpaid principal balances of the mortgages, a
substantial number of mortgage bankers amortize related defer
red costs on the straight-line method. Most mortgage bankers
using an accelerated amortization method have chosen the sumof-the-years’ digits method. Deferred costs associated with
future servicing revenue are usually amortized over the esti
mated average remaining lives of the related mortgage loans.
The Division’s Position

.27 The Division recommends that any deferred costs of
rights to receive future servicing revenue and any deferred
costs equivalent to one month’s interest incurred upon issuance
of GNMA mortgage-backed securities using the internal reserve
method be amortized in proportion to the estimated net servic
ing income from the related mortgage loans, because this
method relates the amortization to the benefits expected to be
received (see paragraph .25). For that reason, the Division
believes that the method described is more appropriate than the
straight-line method in the mortgage banking industry.
.28 It should be noted that deferred costs are to be amortized
over the period of net servicing income rather than the period
of the servicing revenue, since the period estimated to be bene
fited by the deferred costs is the period of net servicing income.

LOAN AND COMMITMENT FEES
Background
.29 Mortgage bankers frequently charge borrowers fees in
addition to the interest charges on the funds advanced. While
the types of fees charged may vary and are limited only by the
imagination of borrowers and lenders, loan fees can be identified
as one or more of the following:
(a) A fee which in reality is an adjustment of the interest rate.
(b) A fee received as compensation to the lender for earmark
ing funds so that they will be available to the borrower
when required. Maintaining such funds in a liquid
position may result in a lower yield than could be real

§ 10,120.26

Copyright © 1976, American Institute of Certified Public Accountants, Ine.

Accounting for Origination Costs and Loan and Commitment Fees
in the Mortgage Banking Industry

18,203

ized absent the need for liquidity. Also, the lender may
need available lines of credit to call upon to honor his
commitments, and various costs are normally incurred
to maintain such available credit.
(c) A fee received to guarantee the borrower an interest rate
at or near the market rate at the time the commitment is
issued. The fee is charged to compensate the lender for
taking the risk that the market rate of interest for the
individual borrower when the loan is funded will be higher
than the commitment rate.
(d) A fee to compensate the lender for underwriting and proc
essing the loan.
(e) A fee received to provide a construction lender with assur
ance that he will be repaid. Such fees are frequently
called “standby” or “gap” commitment fees. The related
loan commitments are usually not expected to be funded.
“Standby” commitments are normally issued to enable
the borrower to obtain construction loans from a lender
who is unwilling to provide such financing without the
protection of a commitment for permanent financing which
will repay the construction loan. Such commitments normally
provide for an interest rate substantially above the market
rate in effect at the time of issuance of the commitment.
Commitment fees may also relate to the issuance of a
commitment to loan funds to cover possible cost overruns
or to provide intermediate term “gap” financing while the
borrower is in the process of satisfying provisions of the
permanent financing agreement, such as obtaining desig
nated occupancy levels on an apartment project.
(f) A fee received for performing other services.

.30 In addition to collecting fees, mortgage bankers often
pay fees to obtain commitments from permanent investors to
purchase mortgage loans from the mortgage banker.
.31 Mortgage bankers have followed a number of methods
for recognition of income from loan fees, including the fol
lowing :
(a) Immediate recognition upon receipt

(b) Deferral with amortization—
(1) over the commitment period
(2) over the combined commitment and loan period
(3) over the loan period
(c) Deferral without amortization with recognition in oper
ations when it is clear that the commitment will not be
funded
(d) Deferral until loan is repaid or sold.
AICPA Technical Practice Aids
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The Division’s Position
.32 The terminology applied by mortgage bankers to the fees
which they receive varies widely. The selection of the most
appropriate treatment for a loan fee should be based not on its
descriptive title but on an analysis of the nature and substance
of the related transaction. The Division believes that all fees
received by mortgage bankers as a result of their loan origina
tion activities should be accounted for in accordance with the
recommendations in the following paragraphs.
.33 The Division believes that loan fees collected by mort
gage bankers generally represent compensation for a combina
tion of services and may include, for example, an adjustment of
the interest rate on the loan, a fee for earmarking funds, and/or
an offset of underwriting costs. The Division also believes it is
not practicable to separate a loan fee into its components and,
therefore, recommends that such fees be accounted for in ac
cordance with their primary purpose as outlined below.
(a) Residential Loan Origination Fees—
Mortgage bankers usually collect origination fees for resi
dential loan originations. The Division believes that the
normal residential origination fee is essentially a reim
bursement for the costs of the underwriting process of
obtaining appraisals, processing the loan application, re
viewing legal title to the real estate, and other proce
dures. The Division believes such fees, to the extent
they are a reimbursement for such costs, should be recog
nized in income as they are collected, since the costs of
these services are charged to expense as incurred. Any
fees in excess of this amount should be treated as commit
ment fees. Since the identification of origination costs is
extremely difficult (see paragraph .08), the Division believes
that fees in an amount not in excess of the allowable FHA
and VA rates may be recorded as income at loan closing,
because fees based on such rates will generally not exceed
origination costs.
(b) Residential Loan Commitment Fees—
In addition to the origination fees, mortgage bankers
often charge a commitment fee to the borrower or to a
builder/developer to guarantee the funding of loans. In
addition, the mortgage banker often pays commitment
fees to permanent investors to ensure the ultimate sale of
the funded loans. Normally these commitment fees (both
received and paid) relate to blocks of loans for a specified
total dollar amount. The Division believes that both the
commitment fees paid and those received should be de
§ 10,120.32
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ferred. They should be recognized in operations upon
completion of the sale of the loans to the permanent in
vestor or when it is evident that the commitment will not
be used. If the commitment fees paid or received relate to
a commitment amount for a block of loans, the portion
of the fees recognized in operations as the result of an in
dividual loan transaction should be based on the ratio of
the individual loan amount to the total commitment amount.
(c) Commercial Loan Placement Fees—
Mortgage bankers may receive fees for arranging a com
mitment directly between a lender and a borrower. Addi
tionally, mortgage bankers sometimes issue commitments
in their own name which contain clauses making the loan
funding contingent upon simultaneous funding of the loan
by a permanent investor. The Division believes that if the
mortgage banker has obtained a commitment from an
investor prior to making his own commitment, and if his
own commitment to the borrower requires simultaneous
assignment to and funding by the investor, the transaction
is in substance a loan placement transaction. In transac
tions of either of these types, the Division believes that the
mortgage banker is serving only as a conduit between
lender and borrower and the fees received should be rec
ognized in operations when the mortgage banker has no
remaining significant obligations for performance in con
nection with the transaction.
(d) Commercial Loan Commitment Fees—
Commitments to fund a loan on an income-producing or
commercial property frequently have longer terms than
those associated with residential loans. The fees from such
commitments generally involve larger dollar amounts and
they vary more widely as a percentage of the loan amount
than residential loan fees. The Division believes that
commitment fees received and paid in connection with a
commercial permanent loan should be deferred and recog
nized in income upon completion of the sale of the loan to
the permanent investor.

(e) Land Acquisition, Development, and Construction Loan
Fees—
The Division believes that such loan fees should be de
ferred and recognized as income over the combined com
mitment and loan period. The straight-line method of
amortization should be used until funding begins; the in
terest method should be used for the remaining unamor
tized balance during the loan period. The commitment
and loan period of a construction or development loan is
directly related to the length of the construction or de
velopment period, which is affected by many variable
AICPA Technical Practice Aids
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factors. The best estimate of such period should be utilized.
In the event of a significant revision to the original esti
mate of the period, the unamortized portion of the com
mitment fee at the time of revising the estimate should be
amortized ratably over the revised period. Any subsequent
fees collected as a result of changes in the period should
likewise be amortized over the revised period.

(f) Standby and Gap Commitment Fees—
The Division believes that because the potentially volatile
nature of the market for real estate loans may require the
funding of standby and gap commitments, fees for such
commitments should be recognized as income over the
combination of the commitment and standby or gap loan
period. The straight-line method of amortization should
be used during the commitment period and the interest
method should be used for the remaining unamortized
balance during the loan period if the loan is funded. Any
additional fees collected at the time of funding the loan
should be amortized over the loan period.

(g) Fees for Services Rendered—
In some cases mortgage bankers will collect fees solely for
providing services with respect to the origination of a loan,
such as appraisals, etc. The Division believes that such
fees should be recognized in operations when the services
have been performed.

.34 In recognizing loan fees as income, consideration must
be given to the collectibility of the fee. If the fee has not been
received in cash, there must be evidence that its collectibility is
reasonably assured.
.35 When commitments expire without being funded or
loans are repaid prior to the estimated repayment date, the
Division believes any unamortized loan fees should be recog
nized in operations at that time.

§ 10,120.34
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Statement of Position 76-3
Accounting Practices for
Certain Employee Stock
Ownership Plans
[Recommendation to the Financial Accounting Standards Board]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas New York New York 10036 (212) 575 6200

December 20, 1976

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position presents recommendations
of the Accounting Standards Division on Accounting Practices for
Certain Employee Stock Ownership Plans (ESOPs).
It was prepared
on behalf of the Division by the Accounting Standards Executive
Committee for consideration by the Financial Accounting Standards
Board and for such action as the Board deems appropriate.

The Statement deals primarily with accounting and reporting issues
that have arisen with respect to those ESOPs that borrow funds
from a bank or other lender to acquire shares of stock in the
employer company or that issue notes to existing shareholders in
exchange for shares of stock.
However, certain conclusions in
the Statement are also applicable to ESOPs that have not entered
into such transactions.
The Statement's major recommendations are briefly summarized below:
•

An obligation of an ESOP should be recorded as
a liability in the financial statements of the
employer when the obligation is covered by
either a guarantee of the employer or a commit
ment by the employer to make future contribu
tions to the ESOP sufficient to meet the debt
service requirements.

•

The offsetting debit to the liability recorded
by the employer should be accounted for as a
reduction of shareholders' equity.
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The liability recorded by the employer and the
offsetting debit should both be reduced as the
ESOP makes payments on the debt.

The amount contributed or committed to be con
tributed to an ESOP with respect to a given
year should be charged to expense by the
employer; the compensation and interest ele
ments of the contribution should be separately
reported.

All shares held by an ESOP should be treated
as outstanding shares in the determination of
earnings per share. Dividends paid on those
shares should be charged to retained earnings.
Any additional investment tax credit should be
accounted for as a reduction of income tax
expense in the year in which the contribution
to the ESOP is charged to expense.
The Division would appreciate being advised as to the Board’s
proposed action on the recommendations set forth in this Statement
of Position.

Sincerely yours,

Raymond C. Lauver
Chairman
Accounting Standards Division

cc:

Securities and Exchange Commission
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NOTES
Statements of Position of the Accounting Standards Division are
issued for the general information of those interested in the subject.
They present the conclusions of at least a majority of the Accounting
Standards Executive Committee, which is the senior technical body of
the Institute authorized to speak for the Institute in the areas of financial
accounting and reporting and cost accounting.
The objective of Statements of Position is to influence the develop
ment of accounting and reporting standards in directions the Division
believes are in the public interest. It is intended that they should be con
sidered, as deemed appropriate, by bodies having authority to issue pro
nouncements on the subject. However, Statements of Position do not
establish standards enforceable under the Institute’s Code of Professional
Ethics.

ACCOUNTING PRACTICES FOR CERTAIN
EMPLOYEE STOCK OWNERSHIP PLANS

INTRODUCTION

.01 The Employee Retirement Income Security Act of 1974
describes an Employee Stock Ownership Plan (ESOP) as a
qualified stock bonus plan, or a combination stock bonus and
money purchase pension plan, designed to invest primarily in
“qualifying employer securities.”1 Qualifying employer secu
rities include the employer’s stock and its other marketable
obligations. The essential differences between an ESOP and
other qualified stock bonus plans are that (a) an ESOP is per
mitted, in certain circumstances, to incur liabilities in the
acquisition of employer securities and (b) the employer may be
permitted to increase his maximum allowable investment tax
credit by as much as an additional 1½2% if that amount is
contributed to an ESOP.
.02 In some cases, funds are borrowed from a bank or other
lender by the ESOP and are used to acquire shares of stock in
the employer company. The stock may be outstanding shares,
treasury shares, or newly issued shares, and is held by the
ESOP until it is distributed to the employees. (In some cases,
an ESOP may issue notes to existing shareholders in exchange
for qualifying employer securities.) The stock may be allocated
to individual employees even though it may not be distributed
to them until a future date. The debt of the ESOP is usually
collateralized by a pledge of the stock and by either a guarantee
of the employer or a commitment by the employer to make
1 Employee Retirement Income Security Act of 1974, Title II, Subtitle B, Section 2003.
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future contributions to the ESOP sufficient to meet the debt
service requirements. The employer company makes annual
contributions to the ESOP that are deductible for tax purposes,
subject to the limitations of the Internal Revenue Code. Cash
contributions and dividends received are used by the ESOP to:
(a) Satisfy the annual amortization of the outstanding
debt principal.
(b) Satisfy the annual interest costs on such debt.
(c) Obtain short-term investments to provide for li
quidity.
(d) Pay other expenses.
(e) Acquire additional shares of the employer com
pany’s stock, to the extent of the excess, if any,
over that required by (a) through (d) above.
.03 Several accounting and reporting issues have arisen
with respect to those ESOPs that borrow funds from a bank or
other lender to acquire shares of stock in the employer com
pany, or that issue notes to existing shareholders in exchange
for shares of stock.2 These issues are being dealt with in prac
tice in different ways. This Statement of Position has been
issued because the Division believes it is desirable to narrow
the range of alternative accounting practices in this area.
.04 Final regulations clarifying the rights and duties of the
parties affected by an ESOP have not been issued by the Internal
Revenue Service. Readers of this Statement of Position should
also be cognizant of the content of such regulations, when they
are issued.

ACCOUNTING FOR AN OBLIGATION OF AN ESOP
GUARANTEED BY THE EMPLOYER
Recording an ESOP’s Obligation in the
Employer’s Financial Statements
.05 The Division believes that an obligation of an ESOP
should be recorded as a liability in the financial statements of
the employer when the obligation is covered by either a guar
antee of the employer or a commitment by the employer to
make future contributions to the ESOP sufficient to meet the
2 This Statement of Position does not deal directly with ESOPs
that might invest in qualifying employer securities other than equity
securities.
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Copyright © 1977, American Institute of Certified Public Accountants, Inc.

18,235

Accounting Practices for Certain Employee
Stock Ownership Plans

debt service requirements. The employer’s guarantee or com
mitment is, in substance, the assumption of the ESOP’s debt
and the related obligation to reduce that debt. The employer
has assumed these obligations either (a) to buy back its own
shares (in the case where the ESOP uses the loan proceeds to
acquire previously outstanding shares) or (b) to finance addi
tional working capital or other fund needs (in the case where
the ESOP uses the loan proceeds to acquire previously unissued
or treasury shares from the employer).

.06 It does not follow from the above that assets held by an
ESOP should be included in the financial statements of the
employer. Ownership of these assets rests in the employees, not
in the employer.

Recording the Offsetting Debit to the Recorded Liability
.07 The Division believes that the offsetting debit to the
liability recorded by the employer should be accounted for as a
reduction of shareholders’ equity. Therefore, when new shares
are issued to the ESOP by the employer, an increase in share
holders ’ equity should be reported only as the debt that financed
that increase is reduced. (The offsetting debit in shareholders’
equity in this case is akin to the unearned compensation dis
cussed in APB Opinion No. 25, paragraph 14.) When outstand
ing shares, as opposed to unissued shares, are acquired by the
ESOP, shareholders’ equity should similarly be reduced by the
offsetting debit until the debt is repaid.

Reducing the Recorded Liability
.08 The Division believes that the liability recorded by the
employer should be reduced as the ESOP makes payments on the
debt. The liability is initially recorded because the guarantee or
commitment is in substance the employer’s debt. Therefore, it
should not be reduced until payments are actually made. Simi
larly, the amount reported as a reduction of shareholders’ equity
should be reduced only when the ESOP makes payments on the
debt. These two accounts should move symmetrically.

MEASURING COMPENSATION EXPENSE
.09 The Division believes that the amount contributed or
committed to be contributed to an ESOP with respect to a given
year should be the measure of the amount to be charged to ex
AICPA Technical Practice Aids
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pense by the employer.3 Such contributions measure the amount
of expense irrevocably incurred whether or not they are used
concurrently to reduce the debt guaranteed by the employer.
.10 Since the debt of the ESOP is, in substance, the em
ployer’s debt, the Division believes that the employer should
report separately the compensation element and the interest ele
ment of the annual contribution, and should disclose the related
interest rate and debt terms in the footnotes to the financial
statements. However, a significant minority within the Division
believes that the entire annual contribution should be reported
as compensation expense.

REPORTING DIVIDENDS PAID AND
EARNINGS PER SHARE
.11 The Division believes that all shares held by an ESOP
should be treated as outstanding shares in the determination of
earnings per share. An ESOP is a legal entity holding shares
issued by the employer, whether or not those shares have been
allocated to employee accounts.
.12 Dividends paid on shares held by an ESOP should be
charged to retained earnings. Such dividends should not be in
cluded at any time in compensation expense.
.13 A minority within the Division believes that when trust
debt proceeds are transferred to the employer corporation, a
transaction of a predominantly financing nature has occurred.
The minority believes that shares should be considered outstand
ing for earnings per share calculations only to the extent that
they become constructively unencumbered by repayments of
debt principal. To do otherwise, according to this minority
view, would result in an inconsistent and initially excessive ef
fect on earnings per share in that the total number of shares
purchased by the ESOP would be immediately included in the
calculation of earnings per share, even though the related com
pensation expense would be spread over a period of time on the
basis of the employer’s contribution to the trust. Consistent with
this position, the minority would also charge dividends to re
tained earnings only to the extent that trust shares are unen
cumbered. Any remaining balance would be reported as
additional compensation expense in the period the dividends
were declared.
3 This conclusion is also applicable to ESOPs that have not bor
rowed funds from a bank or other lender (or issued notes to existing
shareholders) to acquire shares of stock in the employer company.
§ 10,130.10
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OTHER MATTERS
Investment Tax Credit
.14 The Division believes that the additional investment tax
credit should be accounted for (to the extent that it is available
and utilized) as a reduction of income tax expense in the same
year in which the contribution to the ESOP is charged to ex
pense, irrespective of the accounting for the normal investment
tax credit on property acquisitions.4 This additional credit
arises from the contribution to the ESOP, not solely from the
property acquisitions of the employer.5

Applicability of APB Opinion No. 11

.15 Excess contributions, as defined, made in any one year
may be carried over to future periods for income tax purposes.
The Division believes that the financial statements of the em
ployer should reflect the tax effect of timing differences in ac
cordance with APB Opinion No. 11.6
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4 See footnote 3.
5 See also Section 101(c) of the Revenue Act of 1971.
6 See footnote 3.
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Statement of Position 77-1
Financial Accounting and

Reporting by Investment Companies
[Proposal to Financial Accounting Standards Board to Amend AICPA
Industry Audit Guide on Audits of Investment Companies]

AICPA

American Institute of Certified Public Accountants
1211 Avenue of the Americas, New York, New York 10036 (212) 575 6200

April 15, 1977

Marshall S. Armstrong, CPA
Chairman
Financial Accounting Standards Board
High Ridge Park
Stamford, Connecticut 06905

Dear Mr. Armstrong:
The accompanying Statement of Position of the Accounting
Standards Division proposes changes to the AICPA Industry
Audit Guide on Audits of Investment Companies to give
effect to developments that have taken place since the
Guide was published in 1973.
It was prepared on behalf of
the Division by the Accounting Standards Task Force on
Investment Companies for consideration by the Financial
Accounting Standards Board and for such action as the Board
deems appropriate.
The Statement includes a section on money-market funds,
which were not discussed specifically in the Guide.
This
section suggests reporting formats suitable for reporting
the changes in net assets of money-market funds and pro
vides guidance with respect to the presentation of the pershare data included in the financial statements as ’’Supple
mentary Information.” In addition, the section contains
recommendations on accounting and reporting for gains and
losses on short-term investments.
AICPA Technical Practice Aids
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The advent of listed options has increased trading volume
significantly, and substantive procedural changes in the
mechanics of the options market system have been codified
and implemented.
Accordingly, the Statement recommends that
the sections of the Guide dealing with put and call options
should be superseded.
The Statement includes an expanded
glossary, a discussion of industry practices, and recommen
dations on appropriate accounting and disclosure.
In recent years, a significant number of no-load funds,
particularly money-market funds, have borne their own orga
nization expenses.
The Statement concludes, among other
things, that expenses incurred by a newly organized openend investment company in preparing its initial registra
tion statement and obtaining clearance of such registration
statement by the SEC should be considered part of its orga
nization expense and accounted for as such. Expenses
incurred after that registration statement has been declared
effective by the SEC, such as printing a supply of prospec
tuses to be used for sales purposes, are not organization
expenses.
The Statement also contains recommendations with
respect to the amortization of costs deferred by an invest
ment company.
Finally, the Statement proposes an amendment to the dis
cussion in the Guide of the valuation of short-term invest
ments to make it clear that all investments, including
short-term investments (money-market instruments), should
be carried at amounts that approximate market or fair value.
Members of the Task Force will be glad to meet with you or
your representatives to discuss this proposal.
The Task
Force would also appreciate being advised as to the Board’s
proposed action on the recommendations set forth in this
Statement of Position.

Sincerely yours,

James H. Muller
Chairman
Accounting Standards Task Force on
Investment Companies

cc:

Securities and Exchange Commission

The next page is 18,265.
AICPA Letter

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

Financial Accounting and Reporting by Investment Companies

18,265

NOTES

The American Institute of Certified Public Accountants has issued
a series of industry-oriented Audit Guides that present recommendations
on auditing procedures and auditors’ reports and in some instances on
accounting principles, and a series of Accounting Guides that present
recommendations on accounting principles. Based on experience in the
application of these Guides, AICPA Task Forces may from time to time
conclude that it is desirable to change a Guide. A Statement of Position
is used to revise or clarify certain of the recommendations in the Guide
to which it relates. A Statement of Position represents the considered
judgment of the responsible AICPA Task Force.
To the extent that a Statement of Position is concerned with auditing
procedures and auditors’ reports, its degree of authority is the same as
that of the Audit Guide to which it relates. As to such matters, members
should be aware that they may be called upon to justify departures from
the recommendations of the Task Force.
To the extent that a Statement of Position relates to standards of
financial accounting or reporting (accounting principles), the recom
mendations of the Task Force are subject to ultimate disposition by the
Financial Accounting Standards Board. The recommendations are made
for the purpose of urging the FASB to promulgate standards that the
Task Force believes would be in the public interest.
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JAMES H. MULLER, Chairman
CHARLES ADAMS
EDWARD L. CAMERON
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FINANCIAL ACCOUNTING AND REPORTING
BY INVESTMENT COMPANIES

Proposed Amendment to Industry
Audit Guide

INTRODUCTION
.01 The AICPA Industry Audit Guide, Audits of Investment
Companies, notes that “changes in the rules, regulations, prac
tices, and procedures of the investment company industry have
been frequent and extensive in recent years” and that “further
changes are under consideration.” A number of changes and
new developments have taken place since the Guide was pub
lished in 1973 which the Accounting Standards Division believes
should be reflected in an amendment to the Guide.
AICPA Technical Practice Aids
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.02 This proposed amendment presents the Division’s views
on the following matters:
• Money-market funds (an addition to the Guide)
• Put and call options (supersedes discussion in the Guide)
• Expenses during the development stage (an addition to the
Guide)
• Amortization of deferred costs (an addition to the Guide)
• Valuation of short-term investments (an amendment to the
Guide)
.03 The Guide includes collective trust funds within its
general definition of investment companies, but has no discus
sion of regulatory and tax matters specifically applicable to
such funds. Although collective trust funds are not investment
companies within the definition of the Investment Company
Act of 1940 and are not regulated under the Securities Acts,
the accounting and auditing discussions in the Guide are appli
cable to such funds, where relevant. In addition, the auditor
should be familiar with Regulation 9 of the Comptroller of the
Currency, which is the regulatory standard for most collective
funds operated by banks, and Subchapter H of the Internal
Revenue Code, which contains rules for the specialized tax
treatment of collective funds.

MONEY-MARKET FUNDS

Background

.04 Money-market funds are open-end management invest
ment companies that invest principally in money-market instru
ments (short-term government obligations, commercial paper,
bankers’ acceptances, certificates of deposit, and so forth) with
the objective of preserving capital, maintaining liquidity, and
obtaining current income. As such, money-market funds are
subject to the provisions of the AICPA Industry Audit Guide,
Audits of Investment Companies.

.05 At the time the Guide was published in October 1973,
only a few money-market funds were in operation, and the
Guide did not discuss such funds specifically. However, many
more have commenced operations since that date, and the Divi
sion believes that specific guidance for money-market funds
is now desirable.
§ 10,140.02
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Distribution Policies

.06 Many money-market funds declare dividends daily,
thereby maintaining net asset value per share at or near a fixed
amount, depending on which of the following distribution
policies is adopted.
Distribution Policy

Effect on Net Asset Value
per Share

(a) Define income for divi
dend purposes as the sum
of net investment income,
net realized gain (loss),
and net unrealized appre
ciation (depreciation). If
income, as defined, is a
negative amount for any
day, that amount is first
offset against undistrib
uted dividends accrued
during the month in each
shareholder’s account. If a
negative amount remains
in a shareholder’s account,
outstanding shares are re
duced by treating each
such shareholder as hav
ing contributed shares to
the fund to the extent of
such negative amount.

Net asset value remains fixed.

(b) Define income as in (a)
above, but take no action
for any day in which such
income is a negative
amount.

Net asset value remains fixed
unless income, as defined, is a
negative amount, in which case
net asset value will be less than
the fixed amount until restored
to the fixed amount through
subsequent income, as defined.

AICPA Technical Practice Aids
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Distribution Policy

Effect on Net Asset Value
per Share

(c) Define income for dividend
purposes as the sum of
net investment income and
net realized gain (loss).

Net asset value varies from the
fixed amount to the extent of
unrealized appreciation or de
preciation. Also, it is reduced
if income, as defined, is a nega
tive amount that is not offset
by unrealized appreciation (net
realized loss exceeds net in
vestment income and unreal
ized appreciation).

(d) Declare daily dividends
from net investment in
come only; distribute net
realized gain annually.

Net asset value varies from the
fixed amount to the extent of
the sum of undistributed real
ized gain (loss) and unrealized
appreciation (depreciation).

.07 Long-term capital gains, as defined in the Internal Reve
nue Code, may be distributed only once every 12 months unless
a specific exemption is obtained.1 Therefore, a fund that expects
to realize long-term gains and that wishes to follow distribution
policy (a), (b), or (c) will need to request exemption from
Section 19(b) of the 1940 Act to avoid adverse consequences.
.08 See paragraphs .46-.47 of this Statement for a discussion
of the valuation of short-term investments.

Statement of Changes in Net Assets
.09 A modification of the format suggested in the Guide for
the Statement of Changes in Net Assets is required to report
clearly the effects of following one of the distribution policies
described in (a), (b), or (c) in the preceding section.
.10 A fund that follows distribution policy (a) or (b) should
include a subtotal for net investment income and net realized
gain (loss) and unrealized appreciation (depreciation) in the
Statement of Changes in Net Assets. This subtotal represents
income as defined for dividend purposes.
1 Section 19(b) and Rule 19b-1 of the Investment Company Act
of 1940.

§ 10,140.07
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.11 The following format is appropriate for the Statement
of Changes in Net Assets (shown in part) of a money-market
fund that has adopted distribution policy (a) or (b).

19X1

19X0

Net investment income
Net realized gain (loss) on
investments
Increase (decrease) in unrealized
appreciation of investments

$100,000

$80,000

Total available for distribution
Dividends declared

$ 99,000
99,500

From Investment Activities

Decrease in assets derived from
investment activities2

$

2,000

(1,000)

(3,000)

1,000

$80,000
80,000

(500)

The following format is suggested for the Statement of
Changes in Net Assets (shown in part) of a money-market fund
that follows distribution policy (c); that is, it distributes the
sum of net investment income and net realized gain or loss daily.
.12

From Investment Activities

19X1

19X0

Net investment income
Net realized gain (loss) on
investments

$100,000

$80,000

2,000

(1,000)

Total available for distribution
Dividends declared
Increase (decrease) in unrealized
appreciation of investments

$102,000
(102,000)

$79,000
(79,000)

Increase (decrease) in net assets
derived from investment activities

(3,000)

1,000

$ (3,000)

$ 1,000

2 A decrease in net assets derived from investment activities would
be reported by a company following distribution policy (b) only if
the company incurred a net loss (realized and unrealized) on invest
ments that was not offset by net investment income and net gains
(realized and unrealized) prior to the end of the reporting period.
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.13 Money-market funds that follow distribution policy (d),
or that do not declare dividends daily, should follow the presen
tation on page 101 of the Guide.
Supplementary Information

.14 The per-share data included in the financial statements
as ‘‘Supplementary Information” should be presented on a basis
consistent with the presentation of the Statement of Changes in
Net Assets, as illustrated or discussed above.3 A fund that fol
lows distribution policy (a) and that has treated each share
holder as having contributed shares to the fund when income,
as defined, is a negative amount, should include an additional
line item in the per-share data to show the effect of such action.

.15 The investment policies of money-market funds are such
that gains and losses, whether realized or unrealized, are usually
incidental to the realization of investment income. Also, the
dividend policy adopted by a fund should have no effect on the
reported ratio of income to average net assets, because the
purpose of the ratio is to indicate the effective rate of earnings,
regardless of when the earnings are distributed. Accordingly,
the most significant ratio for a money-market fund to report
is the ratio of net investment income, plus or minus realized
and unrealized gains or losses, to average daily net assets. When
supplementary information is provided by a money-market
fund, this ratio should be reported instead of the ratio of net
investment income to average net assets, which is included in
the illustration of “Supplementary Information” in the Guide.
.16 It may be appropriate for a fund that distributes only
net investment income (distribution policy (d)) to provide a
breakdown of the ratio, in a footnote or parenthetically, indi
cating the portion applicable to realized and unrealized gains
or losses, if they are significant.
.17 When yield information is presented as ‘‘ Supplementary
Information” or elsewhere in the financial statements, a descrip
tion of the method of computation should be provided.
3 Income (as defined) per share should be based on the per-share
dividends declared during the period and prorated by components based
on the amounts shown in the Statement of Operations. For example,
a fund following distribution policy (a) or (b) would apportion its
per-share income (as defined) between net investment income and
realized and unrealized gain (loss).
§ 10,140.13
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Reporting Gains and Losses
.18 When short-term investments, including discounted in
struments, are sold prior to maturity, realized gains and losses
should be recorded as such, based on the difference between
the proceeds from sale and cost (amortized cost in the case of
discounted instruments). However, net realized gains or losses
are ordinarily not significant in relation to the total dollar
amount of sales of money-market instruments. Further, such
gains or losses are rarely significant in relation to the results
of operations of a money-market fund. Accordingly, except in
unusual circumstances, a money-market fund need not report
the proceeds from sales and the cost of securities sold in the
Statement of Operations; it need report therein only the amount
of net realized gain or loss.
.19 Changes in unrealized appreciation or depreciation
should be reported following the presentation on page 100 of
the Guide.

Federal Income Taxes
.20 A fund that includes unrealized appreciation or depre
ciation in dividends may have distributed more or less than its
taxable income in a particular year. Accordingly, a fund that
follows such a policy should pay particular attention to the
provisions of the Internal Revenue Code relating to the dis
tribution of taxable income, as discussed more fully in chapter
5 of the Guide.

PUT AND CALL OPTIONS
Background
.21 An active public market has been developed in listed
call options, and trading in listed put options is expected in
early 1977. Although there has been an over-the-counter market
in options for many years and the public has participated to
some degree, the advent of listed options has increased trading
volume significantly, and substantive procedural changes in
the mechanics of the options market system have been codified
and implemented. Accordingly, the Division believes that the
sections of Audits of Investment Companies covering options
should be amended to give appropriate guidance with respect
to an investment company that purchases or sells options. This
Statement of Position supersedes the following sections of the
Guide:
AICPA Technical Practice Aids
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• Valuation of Put and Call Options Purchased (chapter 3,
“Investment Accounts,” page 37)
• Valuation of Put and Call Option Contracts Written by the
Investment Company (chapter 3, “Investment Accounts,”
page 38)
• Put and Call Options (chapter 5, “Taxes,” page 69)

Option Trading

.22 The following glossary of terms should be helpful in
understanding the mechanics of option trading.
Exchange-Traded Option. A put or call option traded on an
exchange and settled through the facilities of an exchange. It
gives the buyer of the option (“holder”) the right to sell to
(put) or buy from (call) the seller (“writer”) the number of
shares or other units of the underlying security covered by the
option at the stated exercise price prior to the fixed expiration
date of the option. The designation of an option includes the
underlying security, the expiration month, and the exercise
price; for example, “XYZ July 50” means that a unit of trading
(typically 100 shares) of XYZ stock may be sold or purchased
at $50 per share until the option expires on the expiration date
in July. Options of like designation are said to be of the same
“series.”
Underlying Security. The security subject to sale or purchase
upon the exercise of the option.
Unit of Trading. The number of units of the underlying
security designated as the subject of a single option. In the
absence of any other designation, the unit of trading for a
common stock is 100 shares.
Exercise Price. The price per share or other unit at which
the holder of an option may sell or purchase the underlying
security upon exercise. The exercise price is sometimes called
the “striking price.”
Expiration Date. The last day on which an option may be
exercised.
Premium. The aggregate price of an option agreed upon between the buyer and writer or their agents.
Opening Purchase Transaction. A transaction in which an
investor becomes the holder of an exchange-traded option.
§ 10,140.22

Copyright © 1977, American Institute of Certified Public Accountants, Inc.

Financial Accounting and Reporting by Investment Companies

18,273

Opening Sale Transaction. A transaction in which one be
comes the writer of an exchange-traded option.
Closing Purchase Transaction. A transaction in which a
writer of an exchange-traded option liquidates his position as
a writer by “purchasing,” in a transaction designated as a
closing purchase transaction, an option having the same terms
as the option previously written. Such a transaction has the
effect, upon payment of the premium, of canceling the writer’s
pre-existing position instead of resulting in the issuance of an
option.
Closing Sale Transaction. A transaction by which a holder
of an option liquidates his position as a holder by “selling,” in
a transaction designated as a closing sale transaction, an option
having the same terms as the option previously purchased.
Such a transaction has the effect of liquidating the holder’s
pre-existing position instead of resulting in the holder’s as
suming the obligation of a writer.
Covered Writer. A writer of a call option who, as long as he
remains a writer, owns the shares or other units of the under
lying security covered by the option. The writer of a put is
‘‘covered’’ only when he purchases an option on the same under
lying security with an exercise price equal to or greater than
that of the option written.
Uncovered Writer. A writer of an option who is not a covered
writer; sometimes referred to as “naked.”

Option Writing
.23 As consideration for the rights and obligations repre
sented by an option, the buyer pays, and the writer receives, a
premium. The premium is determined in the exchanges’ option
markets on the basis of supply and demand, reflecting factors
such as the duration of the option, the difference between the
exercise price and the market price of the underlying security,
and the price volatility and other characteristics of the under
lying security. A covered writer of a call option gives up, in
return for the premium, the opportunity for profit from an in
crease in the price of the underlying security above the exercise
price as long as the option obligation continues, but he retains
the risk of loss should the price of the security decline. Since
the option holder may exercise the option and purchase the
securities at the designated price at any time prior to the ex
AICPA Technical Practice Aids
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piration date of the option, the option writer has no control
over the date of sale.

.24 An uncovered writer of a call option assumes, in return
for the premium, the obligation to provide the option holder
with the underlying securities upon exercise of the option. The
uncovered writer, therefore, may have a substantial risk of loss
should the price of the security increase, but he has no risk of
loss should the price of the security decrease.
.25 As long as a secondary market in options remains avail
able on each of the exchanges, the writer of an option traded on
an exchange is able to liquidate his position prior to the exer
cise of such option by entering into a closing purchase trans
action. Such a transaction has the effect of canceling the
writer’s pre-existing position. The cost of such a liquidating
purchase, however, can be greater than the premium received
upon writing the original option.

.26 Because the purchaser or writer has the ability to enter
into a closing transaction, the option originally written may
never be exercised. The exercise of an exchange-traded option
takes place only through the Options Clearing Corporation
(OCC), which is the obligor on every option, by the timely sub
mission of an exercise notice by the clearing broker acting on
behalf of the exercising holder. The exercise notice is then
‘‘assigned” by the OCC to a clearing broker acting on behalf of
a writer of an option of the same series as the exercised option.
This broker is then obligated to deliver the underlying security
against payment of the aggregate exercise price. The assigned
broker is randomly selected from clearing members having ac
counts with the OCC with options outstanding of the same series
as the option being exercised.

.27 Most investment companies deposit securities underlying
the options written in order to guarantee delivery in the event
the option is exercised.

Accounting

.28 Portfolio securities underlying call options should be re
ported at value, determined in accordance with the provisions
of the Guide, and reflected in net asset value accordingly. Pre
miums received by an investment company from the sale of out
standing call options should be included in the liability section
of the Statement of Assets and Liabilities as a deferred credit
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and subsequently adjusted to the current market value (markedto-market) of the option written. For example, if the current
market value of the option exceeded the premium received
(which should be shown parenthetically in the Statement of As
sets and Liabilities), the excess would be an unrealized loss and,
conversely, if the premium exceeded the current market value,
such excess would be an unrealized gain. Current market value
of exchange-traded options should be the last sales price or, in
the absence of a transaction, the mean between the closing bid
and ask prices, or the ask prices, in accordance with the valua
tion policy followed by the fund. The change in unrealized
depreciation or appreciation resulting from the mark-to-market
may be included with unrealized gains or losses on the portfolio
in the Statement of Operations and Statement of Changes in Net
Assets, with disclosure as to the amount, or it may be reported
as a separate line item.

.29 With respect to covered options, disclosure, summarized
by security, should be made of the description and number of
shares of portfolio securities covering outstanding options and
the market value of the options. Disclosure should also be made
of the aggregate market value of the securities or other assets
deposited as collateral. With respect to uncovered options, dis
closure should be made of the description and quantity of securi
ties under option, the expiration dates and exercise prices, the
current market prices of the securities covered by the options,
and the assets deposited in escrow with respect to such options.
.30 Subsequent to the sale of a call option, any one of three
events may occur: the option may expire on its stipulated ex
piration date; the writer may enter into a closing transaction;
or the option holder may exercise his right to call the security.
Either of the first two events results in a realized gain (or loss
if the cost of the closing transaction exceeds the premium re
ceived when the option was sold) for the investment company
option writer and should be accounted for as such. The third
possible event results, in the case of a covered writer, in the sale
of the underlying securities, unless the writer purchases like
securities for delivery to the exercising holder. The proceeds
should be increased by the amount of premium originally re
ceived, and realized gains or losses resulting from such sales
should be accounted for in the conventional manner. If an un
covered option is exercised, the writer must purchase the under
AICPA Technical Practice Aids
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lying securities in order to meet his obligation to the option
holder. In such situations, the writer’s realized loss resulting
from the simultaneous purchase and sale of the securities should
he reduced by the premium originally received, and the net
realized loss (or gain) should be accounted for in the conven
tional manner.
.31 The foregoing describes the accounting for the sale of
call options. The same principles are applicable to the sale of
put options.

.32 Actively traded put and call options purchased by an in
vestment company should be accounted for in the same manner
as marketable portfolio securities. The cost of portfolio securi
ties acquired through the exercise of call options should be
increased by the premium paid to purchase the call. The pro
ceeds from securities sold through the exercise of put options
should be decreased by the premium paid to purchase the put.
.33 Transactions in options not listed on a national exchange
or not actively traded should be accounted for as described in
the foregoing paragraphs, except that the determination of un
realized gain or loss during the contract period of the option
must be based on the fair value of the option as determined by
the investment company’s board of directors. Among the many
factors to be considered in the determination of fair value are
the price of the underlying securities, the liquidity of the mar
ket, and the time remaining prior to expiration date.

Federal Income Taxes
.34 The following paragraphs are intended to supersede
only that portion of chapter 5 of the Guide (“Taxes”) dealing
with put and call options. Reference to that chapter should be
made for other information pertinent to the taxation of invest
ment companies.

.35 For federal income tax purposes, premium income from
the sale of options is deferred until expiration or exercise of the
option, or until a closing purchase transaction takes place. If
the option expires, the premium constitutes a short-term capital
gain. If the option is exercised and the underlying securities are
sold, the premium is added to the proceeds from the sale of the
securities in determining capital gain or loss. Such gain or loss
is short-term or long-term depending upon the holding period
§ 10,140.31
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of the underlying securities. If the option is closed in a closing
purchase transaction, the difference between the amount paid
for the option purchased and the premium received on the
original sale is a short-term capital gain or loss.4

.36 Under the Internal Revenue Code, an investment com
pany cannot qualify as a regulated investment company unless,
among other things, less than 30 percent of its gross income is
derived from gains from the sale or other disposition of securi
ties held for less than three months (“30 percent rule”). There
fore, in order to be taxable as a regulated investment company,
its ability to write options with exercise periods of less than
three months or to effect closing purchase transactions within
three months of writing options is restricted. For purposes of
meeting this “three-month test,” the holding period for the sale
of an option commences on the day it is written.
.37 An investment company must derive at least 90 percent
of its gross income from dividends, interest, and gain from the
sale or other disposition of stock or securities (“investment
income”), in order to qualify as a regulated investment com
pany in any taxable year. For tax purposes, income received
from expired call options and from profits in executing closing
purchase transactions for amounts less than the call premiums
received qualifies as investment income.

EXPENSES DURING THE DEVELOPMENT STAGE

.38 The standards of financial accounting and reporting set
forth in FASB Statement No. 7, Accounting and Reporting by
Development Stage Enterprises, are applicable to financial state
ments issued by investment companies that are in the develop
ment stage, as defined in the FASB Statement. The following
paragraphs in this section discuss certain expenses that may
be incurred by an investment company that is in the develop
ment stage.
.39 A newly formed investment company will incur organiza
tion expenses unless it is sponsored by a management company
that has agreed to absorb these expenses. Organization expenses
consist of expenses incurred in order to establish the company
and legally equip it to engage in business. In recent years, a
4 The termination of a writing position that was established on or
before September 1, 1976, by lapse of the option or by a closing pur
chase transaction, will produce ordinary income or loss.
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significant number of no-load funds, particularly money-market
funds, have borne their own organization expenses.

.40 An open-end investment company, which is organized to
offer shares of capital stock to the public continuously and to
invest the proceeds from sale of such capital stock, cannot be
considered to be organized until it has registered securities
with the Securities and Exchange Commission. Therefore, ex
penses incurred by a newly organized open-end investment com
pany in preparing its initial registration statement and obtaining
clearance of such registration statement by the SEC should be
considered part of its organization expenses; expenses incurred
after that registration statement has been declared effective by
the SEC, such as printing a supply of prospectuses to be used
for sales purposes, are not organization expenses.

.41 As stated in Audits of Investment Companies, “closedend companies charge all registration fees against paid-in capi
tal at the time the shares are sold.” This Statement of Position
does not modify that requirement.

.42 Once an investment company has been organized to do
business, it usually engages immediately in its planned principal
operations, that is, sales of capital stock and investment of
funds. The training of employees, development of markets for
the sale of capital stock, and similar activities are usually per
formed by the investment adviser or other agent, and in such
cases the costs of these activities are not borne directly by the
investment company. However, an investment company (par
ticularly one that does not employ agents to manage its port
folio and perform other essential functions) may engage for
a period of tune in such activities, and may bear those costs
directly during its development stage.
.43 As stated above, an investment company that is in. the
development stage is subject to the provisions of FASB State
ment No. 7. Paragraph 10 of the FASB Statement notes that
"generally accepted accounting principles that apply to estab
lished operating enterprises . . . shall determine whether a
cost incurred by a development stage enterprise is to be charged
to expense when incurred or is to be capitalized or deferred.”
Accordingly, the costs and expenses discussed in the preceding
paragraphs should be accounted for in accordance with the
generally accepted accounting principles that apply to estab
lished operating enterprises. Organization expenses of invest
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ment companies are usually deferred and amortized in financial
statements prepared in conformity with generally accepted
accounting principles.

AMORTIZATION OF DEFERRED COSTS
.44 Costs deferred by an investment company should be sub
ject to the same assessment of recoverability that would be
applicable to any established operating company. Such costs
should be amortized to income over the period during which
it is expected that a benefit will be realized. That period may
vary according to the type of expense. Several costs are listed
below.

Organization Expenses. Generally such expenses are amor
tized over a period of not more than 60 months from the date
of commencement of operations. Straight-line or other accept
able methods of amortization may be utilized.
If such expenses are amortized on the basis of assets expected
to be managed over the period selected, the projected growth
rate initially used as the basis for establishing an amortization
table should be reviewed frequently and adjusted, if necessary,
to reflect actual experience.
Cost of Printing Prospectuses. Costs deferred in connection
with printing a supply of prospectuses for sales purposes should
be amortized, generally on a straight-line basis, over the period
during which the prospectus may be used, which is limited to
a period ending 16 months after the date of the latest audited
financial statements. If during this period it becomes evident
that the prospectus will be effective for a shorter period than
originally anticipated, amortization should be accelerated so
that no costs remain deferred at the end of such shorter period.
Registration Fees. Deferred SEC and state registration fees
should be written off as the registered shares of stock are sold
(but over not more than 60 months).
.45 The summary in the financial statements describing an
investment company’s significant accounting policies should
cover the company’s accounting for deferred costs.

VALUATION OF SHORT-TERM INVESTMENTS
.46 The discussion of the valuation of short-term investments
on page 39 of the Guide states that ‘‘original cost plus amortized
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discount or accrued interest . . . usually approximates market
value.” This statement was made when holdings of short-term
investments generally constituted a small portion of an invest
ment company’s portfolio. It was not intended to modify the
principle that “all investment companies should report their
securities portfolio at value.” In all cases, the board of directors
should be satisfied that investments, including short-term in
vestments (money-market instruments), are carried at amounts
that approximate market or fair value. Accordingly, the Divi
sion believes that the discussion entitled Short-Term Invest
ments on page 39 of the Guide should be amended by the addi
tion of the following paragraph:
.47 Although the amortized cost of money-market instru
ments that mature within a relatively short period of time
ordinarily approximates market value, it must be recognized
that unusual events, such as the impairment of the credit
standing of the issuer, can significantly affect the value of
short-term investments regardless of the number of days to
maturity. Changes in interest rates can also have a significant
effect on the value of money-market instruments with longer
terms to maturity. In such cases, amortized cost might not
approximate the value of these investments. When amortized
cost does not approximate value, the investments should be
valued on the basis of quoted sales prices, bid and asked
prices, or fair value based upon appraisals furnished by mar
ket makers or other appropriate evidence.
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